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Growth of Professional Ethics* 
By Cart H. Nau 


I do not know that the circumstance has any special signifi- 
cance, but at nearly every recent regional meeting held in different 
parts of the country, at the annual meeting of the Institute itself, 
as well as in other meetings of accountants not held under the 
auspices of the Institute, there has been a place provided on the 
programme for the discussion of some phase of the question of 
professional ethics. Of course, there has always been more or 
less desultory and sporadic discussion of this subject at meetings 
of accountants held in the past, but it seems to me that the subject 
of professional ethics has been given a greater emphasis in the 
last two or three years than ever before. 

While, as said, I do not definitely know what the significance 
of this increasing interest in the subject may be, it pleases me to 
believe that it is due to the fact that accountants are more and 
more coming to recognize that they cannot hope to have the busi- 
ness public generally accord them recognition as members of a 
scholarly and learned profession until they themselves first adopt, 
and as a class live up to, ethical and professional standards of 
conduct such as to set them apart and distinguish them as a 
professional class, a class or group in the business world whose 
contribution to the economic activities of our day and whose prac- 
tices and ideals really differentiate them from other groups engaged 
in commercial pursuits. 

In making a distinction between a class engaged in the practice 
of a profession and a class engaged in commercial pursuits, there 
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is no implication nor inference that the professional man is in any 
way superior to the business man. All that I am trying to say 
is that they are different. But differences do not imply either 
superiorities or inferiorities. The business man, as such, is neither 
the inferior nor the superior of the professional man. The com- 
petent millwright, as a millwright, is neither inferior nor superior 
to the preacher of the gospel. The lawyer, the surgeon, the dentist 
is not inferior to the doctor of philosophy nor is any one of them, 
as lawyer, surgeon, dentist or philosopher, superior to the man of 
business or his clerk behind the counter. But they are different 
and the code of ethics of the one will not fit the needs of the other. 
One code of morals may apply to all men but the same code of 
ethics will not fit every human activity. 

Let me make a distinction, if I can, between ethics and morals. 
Morals may be defined as right relations between persons, as dis- 
tinguished from ethics which may be defined as right relations 
between positions. Moral principles apply to the conduct of man 
in his equitable relations with his fellow men considered as human 
personalities. Upon the other hand, ethical principles apply to 
the equitable relations which should obtain between positions or, 
to be more concrete, to the equitable relations which should obtain 
between men and classes of men as occupants of and function- 
aries in given positions, professions, activities or callings. The 
distinction I am trying to make is that morals deal with the 
conduct of man as man and his right relations to every other man, 
while ethics deal with the right relations between the positions in 
which men function as occupants of the positions and not as 
human personalities. There is an analogy between morals and 
ethics but the terms are not synonymous. 

It has seriously been suggested that the only code of pro- 
fessional conduct the accountant needs is the golden rule. The 
golden rule may well be accepted as the ideal expression of all 
moral relations between persons. All men are brothers and are 
alike in respect of their relations to each other which involve 
human conduct and personal acts affecting the well-being of 
another. But the relation between one position, calling or profes- 
sion and another and between different positions in the economic 
world cannot be reduced to the common denominator implied in 
the formula that “all men are brothers.” Every profession and 
every trade or distinct class of business has therefore evolved, or 
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has in the process of development, a code of ethics applicable to 
it but not applicable in its entirety to any other. 

While differing from each other in many things, the codes of 
ethics of the several recognized professions have always had cer- 
tain things in common which distinguish them from the ethical 
codes applicable to persons engaged in business or in the trades. 
If accountants aspire to a professional status they must adopt 
those recognized standards of ethics which are common to all 
professions as well as those which are peculiar to their own 
profession. 

Accountants.as a class are coming more and more to realize 
that their calling cannot rise to the dignity of a profession, and 
they are beginning to see that they cannot claim for themselves a 
professional status, unless they are willing strictly to adhere to 
the accepted professional practices. The older professions no 
longer have violent differences of opinion about their ethical codes 
or their rules of professional conduct. Of course, individual prac- 
titioners may violate the ethics of their profession, but the pro- 
fessional body itself long ago passed the point at which the prin- 
ciples underlying its ethical code are matters of controversy. 
Perhaps this happy condition does not yet prevail in accountancy 
but, as chairman of the committee on professional ethics of the 
American Institute of Accountants, I have had opportunity to be 
in close touch with the development of sentiment in every section 
of the country and to observe the evolution and growth of our 
professional ideals. I have seen the gradual abandonment of 
practices once deemed quite proper by many, until at present 
observance of the rules of professional conduct adopted by the 
Institute is very general, if not yet universal. This strict adher- 
ence to the rules characterizes not only the conduct of a great 
majority of the members of the Institute but also the conduct of 
practitioners who are non-members, many of whom are not yet 
eligible and some of whom perhaps may never become eligible to 
membership. 

The Institute itself is in the process of cleaning house and it 
is a pleasure to report that it no longer harbors in its fold some 
whose practices and conduct brought disrepute upon the Institute 
and whose flouting of the rules of professional conduct was so 
flagrant as to discredit the integrity of purpose and challenge the 
rectitude of the outward professions of the body which tolerated 
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them in its membership. By no means do I mean to infer that 
there is not still much room for improvement along ethical lines 
but I do insist that we have made much progress and are moving 
in the right direction at a constantly accelerating rate. 

While accountants insist that their calling is a profession and 
are striving to obtain recognition as such, the day is not yet here 
when this recognition is generally accorded them by the layman, 
by the business public, by all members of the older professions, 
or even by judges in our courts of law. There are still too many 
alleged accountants who practise their profession on the mail- 
order-house plan to obtain this general recognition from the busi- 
ness world or from the lay public. There are still too many of 
us who act upon the principle of “he who bloweth not his own 
horn for him shall not his horn be blowed” to be accorded the 
recognition so generally given to older and better established pro- 
fessions. Unfortunately, these less enlightened practitioners, 
much smaller in number than their more dignified brethren, and 
becoming less numerous all the time, are so much in the public 
eye through their blatant advertisements, through their indiscrim- 
inate circularization and through other methods of bringing them- 
selves to the attention of the business world, that a large part of 
the business and general public has not yet learned to distinguish 
between real worth and a big noise. Many still believe, because 
certain names are reiterated from day to day on the printed page 
and because of the vocal efforts of a host of hired solicitors and 
high-pressure salesmen, that these names are representative of the 
profession generally, and that therefore they must be the names 
of leaders in the profession—when in truth the accounting pro- 
fession itself does not recognize them any more than the medical 
profession recognizes the advertising quack. 

Here let me say a word to the younger members of the pro- 
fession and to the young man who aspires to enter its ranks. He 
is sometimes prone to become impatient when he sees the apparent 
financial success which has attended a few of those who have 
adopted reprehensible practices. Let me say to him that financial 
success at the expense of professional success and of the esteem 
of his fellow practitioners is not the kind of success which should 
allure him. Moreover, let him consider what the outcome would 
be were every member of the profession to adopt such methods. 
The financial success which has come to a few as a result of 
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pursuing methods which the great body of the profession spurns 
and frowns upon could not be spread out so thin as to cover all 
the members of the profession should they likewise engage in the 
same undignified competition. Such methods may apparently 
succeed for a time but should they be universally adopted by the 
profession, they could have only one result and that would be to 
destroy its usefulness and make it absolutely impossible for our 
calling to be esteemed a profession. The old and time-tried way 
of achieving success in one’s profession by the rendering of service 
which deserves success will be found to apply in this newer pro- 


fession of accounting just as it has been found to be the only ~ 


road to a satisfying success in the older professions. My advice 
to the young practitioner is to exercise a little patience. Time 
resolves all things, and the time is not far distant when the flam- 
boyant, advertising accountant will occupy the same position in 
the mind of the business public that the advertising quack in the 
older professions now occupies in the thought of an intelligent 
lay public. 

In the formulation of a code of ethics, the American Insti- 
tute of Accountants has moved slowly, carefully and with pru- 


dence, believing that a too rapid progress might well be more _ 


harmful than beneficial in the long run. A slower progress which 
would be supported, not only by the enlightened and best sentiment 
in the profession, but also by the large majority sentiment, was 
deemed to be the best policy to pursue. 

Thus far, the Institute has adopted eleven tia of profes- 
sional conduct which may broadly be divided into rules dealing 
with: 

(a) The accountant’s duty to the public; 

(b) His duty to his client; 

(c) His duty to his profession ; 

(d) His duty to his fellow practitioner. 

The accountant’s duty to the public may well be deemed to be 
his paramount duty, the non-observance of which would inevitably 
prevent accountancy from ever obtaining general recognition as 
a profession. His duty to his client is great but when it conflicts 
with his duty to the public it must yield to the latter. Rules 2 
and 10, among others, deal with his duties to the general public 


and to his government. Rule 2 reads as follows: 


The preparation and certification of exhibits, statements, schedules 
or other forms of accountancy work, containing an essential misstate- 
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ment of fact or omission therefrom of such a fact as would amount to 
an essential misstatement or a failure to put prospective investors on 
notice in respect ef an essential or material fact not specifically shown 
in the balance-sheet itself shall be, ipso facto, cause for expulsion 
or for such other discipline as the council may impose upon proper 
presentation of proof that such misstatement was either wilful or the 
result of such gross negligence as to be inexcusable. 


This rule is the very keystone of the profession. The reason 
for this rule is so obvious that it would be a reflection upon your 
intelligence to discuss it further. — 


Rule 10 is very short and reads: 


No member or associate shall render or offer to render professional 
services, the fee for which shall be contingent upon his findings and 
results thereof. 


The person who has not given thought to the matter may wonder 
why this rule was adopted. If he will remember that the account- 
ant occupies a judicial attitude toward the subject of his inquiry 
and work rather than the attitude of the advocate, he will readily 
appreciate that it would be expecting something more than human 
to look for calm and unbiased judgment if this judgment is to be 
exercised by a person whose fee is dependent upon the results of 
his judgment. Even the judge on the bench refuses to hear a 
cause in which he could by any possibility have an interest or in 
- which his personal relations are such or ever have been such as 
might, even unconsciously, influence his judicial temper or his 
impersonal sense of equity. 

Since the rule has been adopted it has been found to have 
special application to income and profits-tax matters and to prac- 
tise before the internal-revenue department. _ 

Rules 3, 4 and 6, among others, deal with the accountant’s 
duties to his client. For instance, rule 3 reads: 


No member or associate shall allow any person to practise in his 
name as a public accountant who is not a member of the Institute or 
in partnership with him or in his employ on a salary. 

and rule 6 reads: 


No member or associate shall certify to any accounts, exhibits, 
statements, schedules or other forms of accountancy work which have 
not been verified entirely under the supervision of himself, a member 
of his firm, one of his staff, a member of this Institute or a member of 
a similar association of good standing in foreign countries which has 
been approved by the council. 


Manifestly a client engages an accountant because he has faith 
in his professional ability and integrity and because, knowing his 
reputation, he thinks his interests will be well taken care of and 
safe in his keeping. The service is a personal service and is not 
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like a commodity which the purchaser can examine and appraise. 
Therefore, the client is entitled to that personal supervision and 
personal view which cannot be replaced by the service of another 
who, perhaps, may not be entitled to the same degree of trust and 
confidence. 

The rule that an accountant must keep inviolate the confidences 
of his client is so fundamental and so taken for granted that no 
one has yet even suggested that this matter calls for any formal 
expression or the adoption of a written rule. 


Rule 4 reads: 


No member or associate shall o——_ or indirectly allow or agree 
to allow a commission, brokerage or other participation by the laity 
in the fees or profits of his professional work; nor shall he accept, 
directly or indirectly from the laity any commission, brokerage or 
other participation for professional or commercial business turned 
over to others as an incident of his services to clients. 


This rule speaks for itself. 
Again, rule 8 is among the rules which deal with the account- 
ant’s duty to his fellow accountant. It reads as follows: 


No member shall directly or indirectly solicit the clients or 
encroach upon the business of another member, but it is the right of 
any member to give proper service and advice to those asking such 
service or advice. 


In this rule you will recognize the view which the older pro- 
fessions have of the client or the patient of a fellow practitioner. 
A doctor goes so far that he will not accept or consider the case 
of a patient of another doctor unless in consultation with him or 
until the relation of patient and physician has been properly 
terminated. 

Rule 11 is the last rule to be adopted and one which was the 
subject of the greatest amount of controversy—it deals with the 
accountant’s duty to his profession and reads as follows: 


No member or associate of the institute shall advertise his or 
her professional attainments or service through the mails, in the public 
prints or by other written word; but any member or associate may 
cause to be published in the public prints or otherwise what is techni- 
cally known as a card. A card is hereby defined as an advertisement 
of the name, title (member of American Institute of Accountants, 
Cc. P. A., or other professional affiliation or designation) and address 
of the advertiser without further qualifying words or letters, or in the 
case of announcement of change of address or personnel of firm the 
plain statement of the fact for publication of which the announcement 
purports to be made. Cards permitted by this rule when appearing in 
newspapers shall not exceed two columns in width and three inches 
in depth; when appearing in magazines, directories and similar publi- 
cations cards shall not exceed one-quarter page in size. This rule 
shall not be construed to inhibit the proper and professional dissemina- 
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tion of impersonal information among a member’s own clients or per- 
sonal associates or the properly restricted circulation of firm bulletins 
containing staff personnel and professional information. 


The rule was not adopted until after protracted discussion 
covering a period of years, during which every opportunity was 
given for debate and the presentation of opposing views. It has 
the overwhelming approval of a large majority of reputable prac- 
titioners and, in my opinion, it is the biggest step which has yet 
been taken toward a general recognition of accountancy as a pro- 
fession. During the first year after the adoption of this rule the 
committee on professional ethics had its hands full in dealing with 
the question. A small minority seemed to be unable to reconcile 
itself to giving up the desire of standing on the housetop and 
shouting its wares. But it is a pleasure to report that complaints 
under this rule are becoming few in number, and there is every 
indication that the time is almost at hand when the accountant 
shall have attained the full stature of a professional man. 

If anything more were needed to show that the time of his 
recognition as a fully clothed professional man is at hand, it will 
be found in the official document known as treasury department 
circular No. 230.1. This document contains the laws and regula- 
tions governing practice before the treasury department. In 
describing who may practise before the department, the circular 
uses the following language: 


An applicant’s character and reputation can only be established by 
inquiry among those who have had the opportunity of knowing the 
applicant in the community in which he lives. A bad reputation as to 
integrity or any previous conduct of applicant which is unethical, as 
viewed by the standards of the American Bar Association or the 
American Institute of Accountants, or such conduct as would be con- 
sidered unfair in commercial transactions, will be regarded as suffi- 
cient to justify the rejection of the application. 


In describing causes for rejection, suspension or disbarment, 
it includes this paragraph: 


(b) Conduct contrary to the canons of ethics as adopted by the 
American Bar Association or the rules of professional conduct approved 
by the American Institute of Accountants, or their equivalent. 


It will be observed that the American Institute of Accountants 
has not only made great progress in setting professional standards 
and in adopting a code of professional ethics to govern the conduct 
of its members but that its code of ethics has been given official 
recognition by specific incorporation into the rules of a department 
of the government itself. The treasury department is a branch of 
our government in which the work of the accountant has become 


8 


ok 

[4 

4 
+ 

as 

ad 

a 

a 

a 

= 


Growth of Professional Ethics 


an important factor. A considerable part of his work consists 
of practising before the treasury department. Those few account- 
ants who still believe that they can stop the march of progress and 
continue to pursue their reprehensible practices with impunity 
may well pause and consider if, after all, it be worth while to try 
to obtain a temporary advantage over their more dignified and 
professionally ethical fellow practitioners. The uninformed busi- 
ness public, to use the vernacular, is rapidly “getting wise.” 

In concluding my address, let me make just one more obser- 
vation. Occasionally some accountant thinks he can “get by” 
with apparently conforming to the literal language of a rule while 
grossly violating its spirit. Someone has aptly said that ethics is 
a state of mind rather than a matter of literal definition and 
precise convention. As illustrating the literal type of mind and 
then permitting you to make your own application, I am going to 
close by telling you a story. 

When a very young man I went to work for the Blank Com- 
pany (it is the only private employment I ever had before I hung 
out my shingle as a public accountant). Upon one occasion my 
immediate superior sent me to the office of the “big boss” with a 
note. You will understand that this was before the day of inter- 
communicating telephones and push buttons. While waiting for 
an answer to the note, the office boy came in and announced that 
a certain gentleman was without and desired an interview. For 
some reason the “big boss” did not wish to see the gentleman ; 
neither did he wish to refuse him an audience. There may have 
been some perfectly good reason for not seeing his caller at that 
time. The “big boss” may have been too busy or he may have 
desired more information about the matter to be discussed before 
granting the audience. Whatever may have been his reason, he 
did not meet the situation fairly and squarely; neither did he tell 
one of those entirely innocent and innocuous white lies by 
instructing the office boy to say that Mr. Blank was out. Now 
my “big boss” was a highly respected citizen and a good church 
member. He was most literal in his observance of the ten com- 
mandments and other moral precepts, however much he may have 
violated their spirit at times. So he got up from his chair, tiptoed 
across the room and as he stepped across the threshold of an 
inner room he turned to the office boy and said: “Tell Mr. 
So-and-So that Mr. Blank is not in his office.” 
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May none of us, in our professional life, give similar adher- 
ence to the strict letter of the law while flagrantly violating the 
spirit which lies behind the words. May we be not only conven- 
tional in our adherence to rules of conduct but indeed always 
ethical in spirit and in truth. We have it on no less authority than 
Holy Writ itself that “the letter killeth but the spirit giveth life.” 


a 
= 
4 
ag 
a 
10 
re 


The Interest Question 


By FREDERICK VIERLING 


Interest as now generally understood is the compensation 
allowed by law or fixed by the parties within legal limits for the 
use of money or credit, or compensation for the detention of a 
debt due. Interest may be considered from the point of view of 
whether it be simple interest or compound interest; also whether 
it be lawful interest or unlawful interest; and legal interest, or 
the rate fixed by law in the absence of an agreed rate. In early 
times the words “interest” and “usury” were synonymous terms, 
and the word “usury” was generally used to express the idea of 
taking or receiving a profit for the use of money. Among the 
ancient peoples the taking of interest was considered unlawful. 
After the taking of reasonable interest became lawful, the word 
“interest” came to signify lawful compensation for the use of 
money, and the word “usury” unlawful compensation. The two 
words are now so understood, as will be seen by reference to the 
statutes of our various states. Unless there is a law which limits 
the rate of interest that may be charged, there can now be no usury. 
By universal custom interest is specified at a certain rate per cent. 
per annum on the amount of the loan or debt, and is considered 
on that basis whether the period of the loan be less or more than 
a year, the amount of interest decreasing or increasing in the ratio 
as the time of the loan is less or more than a year. Unless other- 
wise agreed, interest becomes payable at maturity of principal of 
the debt. By agreement interest may be made payable in instal- 
ments during the running of a debt, and on long-time obligations 
is generally made payable periodically, as annually or semi- 
annually. Interest received in advance for a loan, at the time of 
making the loan, is designated as “discount.” The privilege of 
receiving interest is not considered a natural right, but strictly a 
matter of law or contract. 


Brier History oF INTEREST 


The custom of taking interest for the use of money is lost in 
antiquity. It was known from earliest historical times. In early 
times the taking of interest was prohibited and to take interest 
was punished. Usury was prohibited by the early laws of the 
Chinese and Hindus and by the Koran. Among the Romans 
interest charges were limited by the twelve tables (451 B.C.), 
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but subsequently, totally abolished. The Babylonians carried on 
business by loans at interest. Among the Athenians moderate 
interest charges were allowed. In the middle ages the people of 
England considered the taking of interest for the loan of money 
as a crime. In England, if, after death of a guilty party it was 
shown that he had been an habitual receiver of interest, his estate 
was forfeited to the crown. The taking of interest was sanctioned 
in Prussia in 1385; in Marseilles in 1406; in Denmark in 1554. 
The practice of taking interest existed in England for generations 
before it was allowed by law. The first statute in England author- 
izing the taking of interest for a loan was enacted in 1545, fixing 
a rate not exceeding 10 per cent. In the quaint language of that 
time, the act read in part as follows, viz.: “Beit . . . enacted 

that no person or persons, . . . by way or meane of 
any corrupte bargayne, loone, eschaunge chevisaunce, shifte, 
interest of any wares, . . . accepte or take, in lucre or gaynes, 
for the forebearinge or givinge daye of payment of one hole yere, 
of and for his or their money, . . . above the sume of tenne 
poundes in the hundred.” The act was repealed in 1555. In 
1570 the statute was restored. In 1624 the highest rate allowed 
was fixed at 8 per cent., and in 1651 at 6 per cent. In 1714 the 
rate was fixed at 5 per cent., but in 1833 and 1854 the restrictions 
were removed on certain short-time obligations. 

The right by legislation to regulate the amount of interest 
receivable for the use of money has been recognized in our various 
states. Each state by statute expressly regulates the rate of inter- 
est to be paid on contracts where no rate is specified by the parties. 
The penalties fixed by various state statutes for usurious charge 
of interest may be grouped as follows, to-wit: Forfeiture of 
usurious interest; forfeiture of double the amount of usurious 
interest; forfeiture of three times amount of usurious interest; 
forfeiture of all interest ; forfeiture of all interest and 10 per cent. 
of principal; forfeiture of all interest and principal; usurious 
charge declared to be a misdemeanor. 


Tue Eruics oF INTEREST 
In the days of barter, before commerce had developed, a strong 
prejudice existed against the taking of interest. Under the condi- 
tions of early times money as a medium of exchange was of little 
commercial value, and loans of money were generally confined to 
cases of necessity to relieve distress of the poor. There was no 
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demand for the loan of money for use in commerce and for the 
purpose of gain. The masses of people had no remunerative 
employment for money, and money was borrowed only in des- 
peration or for self-indulgence. Borrowers of that day had little 
property or goods to pledge for the repayment of loans, and, as 
the pledge of the persons of debtors was permitted, the security 
was mostly the persons of borrowers, resulting in the practical 
enslavement of large numbers of the inhabitants of the nations. 
One can readily imagine that under such circumstances the taking 
of interest from poor debtors was regarded with abhorrence. Early 
economists regarded money as a mere medium of exchange and 
did not see money as the representative of value, and concluded 
that money could not be productive and its lending could not 
justify more than replacement of the principal; and they, there- 
fore, regarded the taking of interest as immoral. 

Under the term “usury” the taking of interest is frequently 
condemned in the old testament, and the early church, from its 
view of the various provisions of the old testament law, regarded 
the taking of interest as sinful and against the laws of God and 
morality. The early Christian church accepted the prevailing 
prejudice against taking compensation for the use of money and 
for centuries forbade its members to take interest. Secular laws 
naturally followed the convictions of the people of the times and 
prohibited the taking of interest. An act of Edward VI (1537- 
1553) recited that “the charging of interest was a vice most odious 
and detestable and contrary to the word of God.” 

From an examination of the various provisions in the old 
testament, it will be seen that (a) the practice of taking interest 
from the poor was prohibited; (b) that the practice of a member 
of the Jewish nation taking interest from any other member of 
the nation was likewise prohibited ; (c) that the practice of taking 
interest from any other person was also prohibited. 

The foregoing references furnished ample authority for the 
ancient believer to oppose the practice of taking interest, and were 
the foundations for his religious convictions on the question. No 
doubt the teachings referred to were mainly responsible for the 
views entertained by the ancient peoples in these matters, but, 
when in addition, we consider that masses of the ancient peoples 
eventually found themselves in a deplorable condition, almost 
slaves by reason of the burden of debt and its increase by interest, 
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we can realize in a measure their fury against debts and the taking 
of interest. In Athens, in ancient Greece, the conditions became 
unbearable, and about 595 B.C., by the laws of Solon, the debts 
were canceled and the making of new debts upon the security of 
the debtor’s person was forbidden; also a debt upon all of debtor’s 
property. The conditions in ancient Rome were similar, and 
about 500 B.C., a law was passed regulating the rate of interest, 
in the belief that the setting of a maximum rate would overcome 
the evil. That remedy did not prove sufficient. During the time of 
Julius Caesar (102-44 B.C.) the plan of Solon was adopted in 
Rome. Justinian (483-565 A.D.) established a rate not exceed- 
ing 8 per cent. interest on mercantile loans, and not exceeding 6 
per cent. on other loans. 

To give an idea of the attitude of ancient philosophers on the 
interest question, we mention two, to-wit: Xenophon (445-359 
B.C.), a pupil of Socrates, is quoted as showing an appreciation 
of value of trade and approving the payment of compensation for 
the use of money. Aristotle (384-322 B.C.) taught the sinfulness 
of interest, stating: ‘As the natural riches of all mankind arise 
from fruits and from animals, interest on money is detestable; 
that money should be born of money is contrary to nature.” 

From the teachings of the new testament it would appear that 
our Saviour was not opposed to the taking of interest, and we 
may infer that at the time of Christ it was more or less customary 
to take interest or usury. There are two quotations from the 
Master in the new testament, indicating his assent to the practice 
of usury, to-wit: 

(1) Thou oughtest therefore to have put my money to 
the exchangers, and then at my coming I should have received 
mine own with usury.—Matthew xxv: 27. 

(2) I will judge thee, thou wicked servant: Wherefore 
then gavest not thou my money into the bank, that at my 
coming I might have required mine own with usury. 

—Luke xix: 23. 

By slow change of public opinion, the prohibition against usury 
or interest became less severe, and loans for commercial purposes 
were approved between persons economically equal. This was a 
step forward from the strict prohibition, based upon loans from 
a rich man to a poor man. More modern philosophers agreed 
that the continued prohibition of interest was wrong. 
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Calvin (1509-1564) declared that the prohibition of interest 
was not justified by authority of the bible or by reason, and that 
other property, as well as land, was productive. As noted above, 
it was in the days of Calvin that the English statute of 1545 was 
enacted, permitting interest at not exceeding 10 per cent. 

Grotius (1583-1645) declared if the compensation for the use 
of money allowed by law does not exceed the proportion of the 
hazard run, its allowance is not repugnant to the revealed or 
natural law. If it exceeds these bounds, it is then oppressive usury 
and unjust, though sanctioned by state law. 

Even after the various countries had begun by law to allow 
interest, because of advanced thought on the subject, yet students 
of those times continued to oppose interest. Domat (1625-1696) 
declared that every agreement under which interest is taken for a 
loan is a crime, most piously condemned by the law of God and 
that of the church, no matter what pretext is made to color it. 

Bacon (1561-1626) sharply brought out the thoughts of the 
people of his day on the question of taking interest, as the follow- 
ing quotations from his essay on usury will indicate, to-wit: 
“Many have made witty invectives against usury. They say that 

. . the usurer is the greatest sabbath-breaker, because his 
plough goeth every Sunday. . . . That the usurer breaketh 
the first law that was made for mankind after the fall, which was 
‘in the sweat of thy face shalt thou eat bread’—not, in the sweat 
of another’s face. . . . That it is against nature for money 
to beget money, and the like. I say this only, that usury is 

a thing allowed by reason of the hardness of men’s hearts, 
for, since there must be borrowing and lending, and men are so 
hard of heart as they will not lend freely, usury must be per- 
mitted. . . . But few have spoken of usury usefully. It is 
good to set before us the incommodities and commodities of usury, 
that the good may be either weighed out or culled out; and warily 
to provide that, while we make forth to that which is better, we 
meet not with that which is worse. The discommodities of usury 
are: First, that it makes fewer merchants; for, were it not for this 
lazy trade of usury, money would not lie still, but would in great 
part be employed upon merchandizing, which is the ‘vena porta’ 
of wealth in a state. The second, that it makes poor merchants ; 
for, as a farmer cannot husband his grounds so well if he sit at a 
great rent, so the mefchant cannot drive his trade so well if he 
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sit at great usury. The third is incident to the other two, and 
that is the decay of customs of kings or states, which ebb or flow 
with merchandizing. The fourth, that it bringeth the treasure of 
the realm or state into a few hands; for the usurer, being at cer- 
tainties and others at uncertainties, at the end of the game most 
of the money will be in the box; and ever a state flourisheth when 
wealth is more equally spread. The fifth, that it beats down the 
price of land, for the employment of money is chiefly either mer- 
chandizing or purchasing and usury waylays both. The sixth, that 
it doth dull and damp all industries, improvements and new inven- 
tions, wherein money would be stirring if it were not for this 
slug. The last, that it is the canker and ruin of many men’s 
estates, which, in process of time, breeds a public poverty. On the 
other side, the commodities of usury are: First, that howsoever 
usury in some respect hindereth merchandizing, yet in some other 
it advanceth it; for it is certain that the greatest part of trade 
is driven by young merchants upon borrowing at interest; so as, 
if the usurer either call in or keep back his money, there will ensue 
presently a great stand of trade. The second is, that, were it not 
for this easy borrowing upon interest, men’s necessities would 
draw upon them a most sudden undoing; in that they would be 
forced to sell their means (be it lands or goods) far under foot; 
and so, whereas usury doth but gnaw upon them, bad markets 
would swallow them quite up. As for the mortgaging or pawning, 
it will little mend the matter: for either men will not take pawns 
without use, or, if they do, they will look precisely for the for- 
feiture. I remember a cruel monied man in the country, that 
would say, “The devil take this usury, it keeps us from forfeitures 
of mortgages and bonds.’ The third and last is, that it is vanity 
to conceive that there would be ordinary borrowing without profit, 
and it is impossible to conceive the number of inconveniences that — 
will ensue, if borrowing be cramped. Therefore to speak of the 
abolishing of usuryisidle. . . . To speak now of the reforma- 
tion and reiglement of usury, how the discommodities of it 
may be best avoided and the commodities retained. It appears, 
by the balance of commodities and discommodities of usury, two 
things are to be reconciled. The one, that the tooth of usury be 
grinded, that it bite not too much; the other, that there be left 
open a means to invite monied men to lend to the merchants for 
the continuing and quickening of trade. This cannot be done, 
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except you introduce two several sorts of usury, a less and a 
greater. For if you reduce usury to one low rate, it will ease the 
common borrower, but the merchant will be to seek for money. 
And it is to be noted, that the trade of merchandize, being the 
most lucrative, may bear usury at a good rate: other contracts 
not so.” 

As production beyond absolute necessities became universal, 
as means of transportation developed, and as economic goods 
produced in one section or country were needed for the well-being 
and happiness of man in others, trade developed. Such develop- 
ment necessarily required the use of money as a medium of 
exchange, and borrowing for commercial purposes naturally fol- 
lowed. Certainly there is no moral turpitude in a reasonable 
interest charge on loans made for carrying on business for profit. 
Taking human nature as it has been and is, there must be some 
inducement to a person who has accumulated money to incline him 
to allow the use of it by another, especially for the purpose of 
trade, with more or less hazard of loss. Also, as economic thought 
developed, it was found that coin was not only a representative of 
value, but had intrinsic value, and was not merely a token for use 
in exchange. It was discovered that coin was a valuable species 
of property, and that it was generally harmful to a community to 
prevent its use. It was found that hardship was not necessarily 
connected with all borrowing, and discrimination began to be made 
between loans. Laws permitting a reasonable charge for the use 
of money followed the change of public opinion; yet, not forget- 
ting the past history of usury, such laws, to protect the masses, 
usually regulate the highest rates that may be charged. Loans have 
been wonderful aids in the development of the world. Without 
compensation for commercial loans, most of such loans would not 
have been made and the progress of the world would have been 
retarded ; thus, interest has been and is a powerful agency in the 
development of commerce and civilization. 

If it be conceded that it is ethical to receive reasonable rent 
for land used in production of husbandry, subject to the hazard 
of agriculture, why is it not ethical to receive reasonable interest 
for the use of money to be used in commerce, subject to the hazard 
of trade? If it be ethical to receive reasonable interest for the use 
of actual money, why not for the use of credit, a modern sub- 
stitute for money ? 
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THE Economics oF INTEREST 

From the economic point of view, interest may be regarded 
as composed of two elements: (a) Insurance against risk of loss 
of principal, and (b) pure compensation for the use of money. 
Lenders are perhaps not conscious of these two elements, in ask- 
ing a certain rate per cent. for the use of money, but they are 
involved nevertheless. Occasional losses are bound to occur with 
the greatest care possible, and these losses must be covered in any 
volume of business. In a carefully conducted banking business, 
these losses are very, very small indeed, considering total loans 
made. However, these losses must be considered. They are the 
basis of the provisions of our national banking laws, limiting the 
largest amount to be loaned to any one borrower to not exceeding 
10 per cent. of the capital and surplus of the lending banks 
respectively. Similar provisions will be found in the modern 
banking laws of our various states. These provisions are a great 
protection to the various institutions. The excess of interest 
received, over the losses sustained, is the actual compensation 
received for the use of the volume of money borrowed, and repre- 
sents profit, not net profit, because from the actual compensation 
must be deducted the expenses of doing business. 

Franklin (1706-1790) in one of his essays expressed his 
thought as to the fundamentals involved in a sale on credit, as 
follows: “He that sells upon credit asks a price for what he sells 
equivalent to the principal and interest of his money for the time 
he is to be kept out of it. . . . In buying goods it is best to 
pay ready money, because he that sells upon credit expects to lose 
5 per cent. by bad debts ; therefore, he charges on all his sales upon 
credit, an advance that shall take up that deficit; those who pay 
for what they buy upon credit pay their share of this advance.” 

Before commerce developed to the point where it was profitable 
to borrow money to facilitate trade, the economists regarded money 
as having no value and as being merely an unnecessary instru- 
ment in making exchanges of goods. Economic thought has 
advanced to the point of recognizing that coins have real value and 
are a valuable species of property, and that any owner permitting 
the use of such property is entitled to compensation, the same as 
the owner of other property used in the production of economic 
goods or the transportation or distribution thereof, or the well- 
being of the people of the community. It is now general and 
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universal for those engaged in commerce to borrow money for 
use in business. What a contrast to the original economic theory 
in that regard! As the money is borrowed by the respective 
obligors for use in business, and as they themselves make a 
greater profit from the use of the money, they are glad to pay 
reasonable rates of interest for the use of the funds, and eco- 
nomically the community is benefited by the increase in trade 
thereby permitted. Ancient economic principles and ancient laws 
on the question of interest cannot be comprehended by the modern 
student, unless he inquire into the conditions of ancient times, as 
already briefly reviewed above. Aristotle said in effect that money 
was barren; that one piece of coin could not beget another. His 
philosophy did not contemplate modern conditions. While a coin 
cannot be increased by planting in the ground as seed, it can in 
these days be put to work and render a useful service to mankind 
and aid in economic development. 

Franklin in another of his essays expressed his thought as to 
the fruitfulness of money, as follows: “Remember that money is 
of the prolific generating nature; money can beget money, and its 
off-spring can beget more, and so on.” 

The question of the rate of interest, to be paid for the use of 
money in the different communities, varies largely according to 
local supply and demand, but also in a marked degree according 
to the use to be made of the amounts borrowed, and according to 
the length of time for which borrowed. In ancient times it was 
thought that setting the highest rate to be allowed would be suffi- 
cient to overcome abuse in interest charges, but experience taught 
otherwise, and the law was repealed. It is now recognized, as 
already stated, that owners of funds cannot be expected to make 
loans without reasonable interest; that there must be an induce- 
ment to let another use the funds, instead of having the owner 
himself do so. By lending his funds the owner passes the respon- 
sibility for its use upon another, and the owner himself avoids 
the care and worry incident to the actual employment of funds in 
some process of commerce or business. The relief is some con- 
sideration and makes for the establishment of a supply of funds 
in the community, and thus affects the rate of interest. Rates of 
interest in a financial center are always much lower than in an 
undeveloped and sparsely settled community, this inclusive of 
loans where the element of insurance of principal may be con- 
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sidered equal. Under such circumstances, the law of supply and 
demand will control the rate, and in the center the rate, because 
of increased supply, will always and inevitably be less than in the 
sparsely settled community. 

The credit, or recognized ability to pay, behind an obligation 
has a material effect on the rate of interest, persons of highest 
credit rating receiving the benefit of the lowest prevailing rate of 
interest for money. If funds borrowed are invested in readily 
convertible economic goods, and borrowed for a short time only, 
so that the paper representing the loan comes in the class con- 
sidered liquid, then the borrowers also receive the benefit of the 
lowest prevailing rate of interest. Borrowing for investment in 
fixed and not readily convertible assets, and for long periods of 
time, must be absorbed by funds held for permanent investment 
and necessarily must pay higher rates than liquid paper. Income 
taxes upon income and property taxes upon securities affect inter- 
est rates in a direct way, and lenders seek an increase in rates to 
make up in part at least the amount of taxes to be considered. Of 
course, government securities have the highest credit, and are 
negotiated at the lowest prevailing rate of interest; next come 
securities of states; next political subdivisions of states; then 
individual and corporate securities. 

There are a number of theories as to the philosophical con- 
ception of interest, concerning which economists are not in agree- 
ment. The theories referred to are (1) the monopolistic theory ; 
(2) the abstinence theory ; (3) the productivity theory. (a) Econ- 
omists of the monopolistic school hold that those who have or 
control accumulated funds enjoy a monopoly over those who need 
money, and, therefore, have power to levy upon the needy the 
equivalent of a tax, more or less severe, for the use of the funds; 
that accumulated capital may control means of production and 
must not be allowed to oppress the people by what is equivalent 
to an assessment on the producer and thus to the consumer ; that, 
therefore, the use of capital is a matter for the state, and should 
be controlled for the protection of all. (b) Economists of the 
abstinence school hold that interest is a reward to those who 
produce more than they consume, the amount not consumed being 
represented by the amount of money saved; that thrift benefits 
not only the one who saves, but the people also, and, therefore 
should be rewarded; that one who abstains from using up all of 
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his production should be encouraged to use his surplus for the 
benefit of others and earn a profit, or allow others to borrow for 
commercial use and be paid a reasonable profit; also, that the 
present use of money has a value greater than the right to the use 
later, and, if loaned for present use to another, that reasonable 
profit may be required. (c) Economists of the productivity school 
hold that interest is a return for production of capital, on the same 
basis that wages are a production of labor; that money invested 
in commercial facilities or goods is not dead, but active; that 
working capital invested in business the same as other capital, is 
active; that in such forms capital is indispensable to the produc- 
tion or transportation or distribution in commerce, and entitled to 
its fair reward. 


Some GENERAL LEGAL RuLES AFFECTING INTEREST 


1. Interest is allowed by law only on the ground of a 
contract, express or implied, or as damages for a breach of 
duty. After an agreement has been duly made for the pay- 
ment of a lawful rate of interest, the charging of a higher 
rate in the particular transaction is illegal. 

2. On a contract for the payment of a debt, where no 
interest rate is specified, or where the law imposes an interest 
penalty for delay in payment, the interest allowed is at the 
legal rate. This rate varies in the different states, according 
to the laws of the respective states, and reference must be had 
to the laws of the states as to what are their legal rates. These 
rates vary from 5 per cent. to 8 per cent. per annum. 

3. When a loan is made for a lawful rate of interest 
between the original parties, the holder of the paper there- 
after may sell the same at any rate per cent., and (although 
such sale may be made at a rate higher than is allowed by 
law against usury between the original parties) the second 
transaction is not tainted by the question of usury. 

4. If an instrument is made payable at a future date with 
interest, and nothing is said in it as to the commencement of 
the interest period, interest is to be computed from the date 
of the instrument. Where interest is allowed as damages for 
the breach of a contract, interest ordinarily would run from 
the date of the breach; but in many cases demand is essential 
to fix the time of default. 
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5. A general deposit in a banking institution does not bear 
interest, unless there is an agreement or usage to the contrary. 
The undertaking of such institution on a general deposit is 
only to repay on demand amounts deposited. Interest is 
properly allowed upon a cheque, the payment of which has 
been wrongfully refused by the institution, from date of 
presentation of the cheque for payment. 

6. Interest obligations, such as interest notes or interest 
coupons, that provide for the payment of a definite sum at a 
definite time, and having no provision for interest after 
maturity generally bear interest from maturity. A few cases 
hold that interest on coupons will run only from demand. 
In this connection one must bear in mind that the law does 
not favor compound interest, and, where compound interest 
is prohibited or limited, then the law will prevail. 

7. A mistake in the calculation of the amount of interest 
due is regarded as a mistake of fact. Where a mistake has 
been made as to the proper rule to apply in the calculation of 
interest in a given case, such mistake will be regarded as 
a mistake of law. This distinction is important, because the 
law always allows the correction of a mistake of fact, where 
correction is requested within a reasonable time, while the 
law does not allow correction where the mistake is one of law. 

8. Interest is generally to be computed so as to avoid the 
payment of compound interest. Courts oppose the allowance 
of compound interest unless the law expressly permit and 
there be a definite contract to pay interest upon interest, or 
to pay interest with stated periodical rests. To quote Chan- 
cellor Kent: “Interest upon interest . . . would as a 
general rule become harsh and oppressive. Debt would 
accumulate with a rapidity beyond all ordinary calculation and 
endurance. Common business cannot sustain such overwhelm- 
ing accumulation. It would tend also to inflame the avarice 
and harden the heart of the creditor. Some allowance must 
be made for indolence of mankind and the casualties and 
delays incident to the best regulated industry ; and the law is 
reasonable and humane which gives, to the debtor’s infirmity 
or want of precise punctuality, some release from the same 
infirmity of the creditor. If the one does not pay his interest 
to the uttermost farthing, at the very moment it falls due, 
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the other will quickly avail to demand it with punctuality. He 
can demand it and turn it into principal when he pleases ; and 
we may safely leave this benefit to rest upon his own vigi- 
lance or his own indulgence.” The great evil referred to by 
Chancellor Kent will be more fully realized when the growth 
of compound interest is taken into consideration. See com- 
putations given below. 

9. The general rule is to the effect that compound interest 
is not recoverable, unless there has been a settlement between 
the parties, or a judgment, whereby the correct amount of 
principal and interest is turned into a new principal. 

10. An agreement making interest payable annually, and 
if not paid when due to bear the same rate as the principal, 
in a majority of the states is held invalid, as contrary to 
public policy, but if interest has actually become due, and 
payment has been extended, then a new agreement to pay 
interest upon such interest is permissible. 

11. As to whether a contract is usurious, the law in force 
at the time the contract was made determines the matter. 

12. Interest is an incident to a debt, and cannot exist 
without it. When a debt is extinguished, interest is also. 


THE CALCULATION OF INTEREST 

As already noted, by custom interest is calculated at an agreed 
percentage per annum on each dollar, or fraction, of indebtedness. 
To quote a rate of 6 per cent. per annum, means 6 cents per year 
on 100 cents, or $1, of indebtedness. The rate expressed as a 
fraction would be 6/100 of the principal per annum. 

Simple interest may be easily calculated by arithmetical meth- 
ods, as explained in any book on business arithmetic taught in 
primary schools. In addition there are combination methods and 
short methods, and also interest tables are provided for those who 
have much interest to calculate and need to be speedy and accurate 
in their work. 

While the usual calendar year contains 365 days and a leap 
year 366 days, it is the custom of banks and merchants to calcu- 
late interest on basis of 360 days to the year, and to consider the - 
interest for one day equal to 1/360 of the amount for the year, 
for all periods of fractional years. Where the rate of interest is 
less than the highest legal rate allowed by law in a state, no 
question of usury is encountered by using the 360 days’ method, 
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as the usury laws will not be infringed upon. Strictly speaking, 
the 360 days’ method causes an overcharge of interest equal to 
5/365, or 1/73, in the usual calendar year (6/366, or 1/61, in a 
leap year), and to that extent error is made in the calculation of 
interest on the debt. As the error is slight, it is deliberately over- 
looked and generally accepted even by the courts. However, 
when the highest legal rate of interest is the rate on a loan, then 
to use the 360 days’ method will result in a usurious charge of 
interest, and the loan may be subject to the penalties of usury. 
In the latter case, it would seem advisable to follow the exact 
method in the calculation of interest. Where an institution uses 
the 360 days’ method for calculating interest in its favor, proper 
appreciation of proprieties should induce it to use the same method 
for interest it pays, instead of the exact 365 days’ method; but 
this is not always the case. 

It is the custom in banking institutions to discount short-time 
obligations; that is, deduct in advance from the proceeds of 
loans the interest to accrue thereon for the period of each loan. 
Again, so long as the rate of discount is less than the highest legal 
rate allowed, no question of usury is encountered; but, if the 
highest legal rate is used, then the transaction may be tainted with 
usury, because the deduction in advance of the highest legal rate 
on the whole amount of the loan would result in a charge for 
interest in excess of the legal limit on the net amount of the loan. 
Stated in another way, the present worth of an amount of interest, 
deducted in advance from a loan, is less than the amount of 
interest payable at the maturity of the loan, and, to the extent of 
the excess, would be usurious; $1 to be paid in the present is 
worth more than $1 to be paid at the end of the loan period, con- 
sidering the money to have an interest-earning value. In the last 
case, it would seem advisable to follow the exact method in fig- 
uring interest at the highest rate, and, for purpose of discount, 
calculate the present worth thereof, instead of taking the whole . 
amount as interest. The present worth is readily ascertained by 
dividing the amount of interest by one-plus-the-rate-per cent. of 
the interest for the year, or pro rata of the per cent. for frac- 
tional year, as the case may be. 

Another practice in the calculation of interest generally 
indulged in by banking institutions is to calculate interest from 
the date of a note to the maturity of the note, both days inclusive. 


24 


> 
«4 
4 
4 
a 
“3 
4 


The Interest Question 


This method of calculation gives the institution interest for one 
extra day on the amount of each note and is an illegal method for. 
figuring an agreed rate; for the rule of law, governing matter of 
time of performance of contracts, is to exclude either the first 
day or the last day, in finding the number of days the obligation 
is to run. If, instead of actually paying his note on the day of 
maturity, the maker gives a renewal note on such day of maturity, 
for the same debt, the result is that the institution for such day 
receives two days’ interest, as the day has already been taken as 
an extra day. So long as the rate of interest taken is not the 
highest legal rate allowed in the state, the question of usury will 
not enter. If the highest rate is taken, usury may again taint the 
contract, unless exact interest is calculated for the legal number 
of days the contract is to run. 

The general rule in the United States for the calculation of 
interest on a debt, where partial payments are made from time to 
time, is the rule known as the United States supreme court rule, 
because approved by that court. Under the rule, interest is to be 
calculated on the debt up to time of first payment ; then add interest 
to principal and deduct payment; then cast interest on remainder, 
to the second payment ; add the new interest to the remainder and 
deduct therefrom the second payment; and so on, until the last 
partial payment ; except where the interest up to any partial pay- 
ment shall exceed the partial payment, in such case the partial 
payment is to be deducted from the interest, and the excess of 
interest is to be carried forward without casting interest thereon 
to the next payment that will discharge the excess. While courts 
are opposed to the allowance of compound interest, yet it will be 
noted that, in the case of partial payments, compounding against 
such payments, where more than the accrued interest for the 
period covered, is allowed without an express contract for such 
compounding of interest. This rule is general and must, there- 
fore, be taken as am exception to the rule of the courts never to 
allow compound interest without an express permissible contract. 
On the other hand, the equitable rule known as the merchants’ 
rule, for calculating interest on partial-payment contracts, is to 
calculate the interest on the debt without regard to partial pay- 
ments, and ascertain the amount of such interest; then separately 
to calculate interest on each partial payment from the time of 
payment to maturity of the debt, and credit such interest on partial 
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payments against the interest first calculated on the debt; and the 
reduced amount of interest is then taken as the true simple interest 
to be paid on the debt. 

When money is loaned at interest compounded once a year, or, 
as it is said, at annual rests, it means that the interest accrued to 
the end of the year is to be added to the principal to form a new 
increased principal, upon which interest is to be calculated for the 
second year, and so from year to year while the debt remains 
unpaid. If the interest is to be compounded semi-annually, it 
means that the interest accrued at the end of each half-year is to 
be added to the principal and the increased amount each half-year 
shall form a new principal for the calculation of interest. Com- 
pound interest may be calculated arithmetically, by repeated cal- 
culations for each period, on the principal and interest of the 
preceding period, for the number of years or periods the loan is 
to run. Where the periods are few, the amount may be so calcu- 
lated without very much work, beyond an ordinary interest calcu- 
lation. Where the periods are many, then the arithmetical work 
becomes very laborious, and, as it also is liable to error at each 
step of the process, the tedious calculation becomes uncertain. To 
make compound interest calculations resort is usually had to a 
table of compound interest for the desired number of years or 
periods, at the required rate of compound interest. 


Unusuat StupieEs In CoMpounpD INTEREST 

The growth of money placed at compound interest is astound- 
ing. Unless previous thought has been given to such problems the 
result is hardly believable. 

Increase in rates of compound interest cause more than pro- 
portionate increase in results of such investments. In illustration 
of the fact, note results of investments of $1 each for 100 years 
at interest rates of following decimal values, compounded annually, 
to-wit: (2) 040; (b) .041; (c) .042; (d) .043; (e) .044; 

(f) .045; (g) .046; (h) .047; (1) .048; (j) .049; 
(k) .050; (1) .051; (m) .052; (n) .053; (0) .054; 
(p) .055; (q) 056; (r) .057; (s) .058; (t) .059; 
u) .060 


At the end of the period the respective investments will equal the 
following amounts, to-wit: 
(a) $50.50; (b) $55.60; (c) $61.20; (d) $67.36; 
(e) $74.18; (£) $81.59; (g) $89.78; (h) $98.78; 
(i) $108.67; (j) $119.55; (k) $131.50; (1) $144.63; 
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(m) $159.06; (n) $174.92; (0) $192.34; (p) $211.47; 
(q) $232.48; (r) $255.56; (s) $280.91; (t) $308.74; 
(u) $339.30. 
It will be noted, while the above interest rates increase on basis 


of an arithmetical progression by tenths, the amounts increase 
on a basis of a geometrical progression at a faster and higher 
ratio. 

From various remarks of writers of the 16th, 17th, 18th and 
19th centuries, it appears that rates of 5 per cent. and 6 per cent. 
have been assumed to be a fair and reasonable rate of interest. 
In connection with various court matters involving questions of 
compound interest, the rate of 5 per cent. compounded annually 
has been taken as more than reasonable. The first interest statute 
of England (1545) permitted interest at a rate not exceeding 10 
per cent. per annum. Since that time to the present (1923) 378 
years have elapsed. One dollar invested for 378 years at 10 per 
cent. simple interest, the highest rate allowed under the statute, 
would now amount to $38.80. One dollar invested for 378 years 
at 5 per cent. interest compounded annually, the compound inter- 
est rate assumed as more than reasonable, would now amount to 
more than $102,224,000. Comparison of the two amounts, 
although the latter is taken at one-half the rate of the former, 
shows the terrific growth at compound interest in long periods 
of time, and hence the wisdom of the courts in not permitting 
compound-interest calculations in legal matters, unless there be 
express authority under the law of the various jurisdictions and 
a clear contract for compound interest. 

To illustrate the short periods required for money to double, 
treble, etc., note the following: The sum of $1 placed at interest 
at the rate of 5 per cent. per annum, compounded annually, in 
14.20 years will double; in 22.51 years will treble; in 28.41 years 
will quadruple; in 32.09 years will quintuple; in 36.72 years will 
sextuple ; in 39.88 years will septuple; in 42.62 years will octuple; 
in 45.03 years will nonuple, and in 47.19 years will decuple. 

To illustrate the immense totals that may be accumulated in a 
few centuries, note the following: The sum of $1 placed at 
interest at the rate of 5 per cent. per annum, compounded annually, 
in 100 years will amount to $131.50; in 200 years to $17,292.59; 
in 300 years to $2,273,997; in 400 years to $299,033,586; in 500 
years to more than $39,323,000,000. The latter amount is prac- 
tically four times a recent estimate of all gold and silver money 


in the world. 
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Branch Accounting* 


By Cartes H. Brook 


For the purpose of this discussion branch accounting is divided 
into four principal groups which will comprise the more impor- 
tant business organizations. These groups are as follows: 

1. Holding companies having subsidiary companies in various 


localities. 

2. Manufacturing companies having branch manufacturing 
establishments. 

3. Manufacturing companies having branches for distribution 
of product. 


4. Retail chain stores. 

There are probably numerous other cases of concerns having 
branches such as, for example, professional accountants, banks, 
etc. 

It is my intention to discuss the relative merits of central- 
ization of decentralization of the principal accounting functions 
as applied to organizations such as are referred to above. 

By centralization is meant the keeping of the principal books 
of account and the preparation of balance-sheets, profit-and-loss 
accounts and cost records at a central, or head office. 

Decentralization means the converse, that is to say, keeping 
principal books of account, preparation of statements, etc., at the 
different factories or branches of the organization. In deciding 
which is the best course to adopt, a great deal depends on the 
type of organization, and the distance of the subsidiary plants 
from the main office. 


I will now deal more specifically with cases falling under: 


1. Hotptnc Companies Havinc SussipIARy COMPANIES IN 
Various LOcALITIES. 

This caption embraces those cases where a holding company 
controls through stock ownership, a number of subsidiary corpo- 
rations, having manufacturing plants in various localities, and 
also includes cases where an individual likewise owns the capital 
stock or has a controlling interest in subsidiary companies, like- 
wise having plants located in various places. In cases of this 


*A paper presented at a regional meeting of the American Institute of Account- 
ants, Akron, io, November 3, 1923. 
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kind it is recommended that the management, general accounting, 
cost accounting, purchasing treasury, secretarial and _ statistical 
functions be centralized in a general office, situated in one of the 
large financial or industrial centers where probably the different 
plants can be reached by mail within one or two days. 

The functions of general and cost accounting will be placed in 
charge of a comptroller, who will be located at the head office, 
and under whose supervision the books and records will be kept. 
As far as the plants are concerned the accounting organization 
will consist of a works accountant in charge of each separate 
plant unit who will reside in the neighborhood of the plant, and 
who will be responsible to the comptroller for the preparation of 
payrolls and stores records, and the distribution of all payroll 
and stores disbursements to proper accounts through a system of 
classified accounts. 

In this connection I will take as a simple example a holding 
company having a main office in Cleveland and controlling the stock 
ownership of a number of iron-ore mining companies in the 
northern peninsula of Michigan, and perhaps some blast furnaces 
and steel plants in the Mahoning Valley, or in Pennsylvania. A 
works accountant will be appointed at each mine and plant who will 
be responsible for the payment of wages and custody of stores, and 
whose duties will comprise the proper distribution of payroll and 
stores charges through a system of classified accounts. It will 
be necessary for him to render reports at the end of each month 
giving the total payroll distributed over the series of accounting 
classifications, and likewise another report for the stores disburse- 
ments. These reports will be mailed to the comptroller at the 
head office within a day or so after the turn of each month. 
These reports when received at the head office will form the basis 
for the preparation of the monthly mine-cost sheets and likewise 
the cost sheets for the blast furnaces and steel plants, all of 
which can be handled by the cost-accounting unit located at the 
head office. These reports will also form the basis for entries on 
the general books, which will be kept.at the head office for each 
separate company. 

Purchases of materials and supplies for the various mines and 
plants will be conducted by the general purchasing agent for all 
the companies who will be located at the head office. The mate- 
rials purchased will, however, be delivered to the respective plants 
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and each works accountant will render daily reports to the 
comptroller’s office of materials received. 

Two copies of invoices will be requested when purchasing 
supplies, one of which will go to the plant and the other to the 
comptroller’s office. The works accountant at the plant will use 
his copy of invoices for the purpose of his stores records and the 
comptroller will use the original copies of the invoices for general 
accounting records, and for payment of the bills when they become 
due. 

Invoices will be checked at the head office for receipt of 
material from the reports received from the works accountant, 
and will also be checked against purchase orders for prices and 
other details. The works accountant will send in each day a list 
of invoices which he has taken into his stores records, which will 
be checked in the comptroller’s office so that the stores record at 
each plant may be kept in proper control with the general books. 
At frequent intervals the works accountants will submit the 
aggregate totals of their stores balances and the head office will 
see that they agree with the stores controlling account. 

This plan contemplates that stores records be kept in both 
quantities and dollars and that the average price is used in dis- 
bursing stores. All disbursements from stores will be made on 
requisitions which will be priced and extended daily. At the end 
of each day a recapitulation will be made of the stores disburse- 
ments, according to the account numbers to be charged and the 
daily figures will be entered upon a sheet, having a column for 
each day in the month. If the previous day’s stores disbursements 
by account numbers be added to the next day, cumulative figures 
will be entered in each day’s column during the month so that on 
the last day of the month the stores disbursement sheets will be 
complete and will not have to be cross-footed. This will save a 
considerable amount of time at the end of the month and will 
admit of the report being mailed to the head office immediately 
after the close of the month’s business. 

The payroll will be made up according to local custom either 
on the 15th day and last day of each month, or weekly. The 
basis for the payroll will be the time tickets issued to employees 
and the amounts due to each employee may be entered on the 
payroll each day. As in the case of stores the payroll items can 
be accumulated daily so that at the end of the pay period the 
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amounts due each employee will have been accumulated and thus 
the work of adding the amounts due obviated. The distribution 
of the payroll to the various expense accounts should also be 
made up daily, and cumulative figures entered in each day’s column 
on the distribution sheet during the month so that on the last day 
of the month the payroll distribution sheet will show the complete 
distribution in the last column without any further cross-footing. 
The works accountant will have to see that the payroll distri- 
bution checks each day with the payroll itself. The payroll will 
be paid locally at each plant, and after it is paid the sheets may 
be forwarded to the head office for audit. If payment is made 
by check as is usual in the majority of industrial plants, the head 
office will check the payroll against the canceled checks. The 
distribution of the payroll will be forwarded to the head office 
immediately after the close of the month’s business and will be 
used for the purpose of completing cost data and entries on the 
general books. 

Small local purchases and other expenses can be provided for 
out of an imprest fund, which will be in charge of the works 
accountant at each plant. A report will be made either monthly 
or at more frequent intervals to the head office of petty cash 
expenditures, accompanied by vouchers, and this report will be 
used as a basis for entry on the general books in respect to such 
expenditures. 

The accounting work at the head office, if the concern is large, 
will probably be divided into departments such as general 
accounting, cost accounting, sales ledger accounting, accounts 
payable division. 

The general accounting department upon receipt of the stores 
and payroll distribution and petty cash reports will proceed to 
make the necessary journal entries upon the general books, dealing, 
however, with all items in totals rather than in detail. All reports 
which emanate from the plants will be turned over to the cost 
department and from such reports cost data may be readily assem- 
bled. The cost department will work in harmony with the 
general accounting department to the end that all cost data will 
be checked out against totals of controlling accounts on the 
general books. 

The sales accounting department will handle all customers’ 
accounts and will also handle billing and will make monthly 
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reports to general accounting department of sales, including 
returns and credit memoranda. If the products sold are numerous 
the sales accounting department will supply an analysis of sales. 

The comptroller of the holding company should be made 
comptroller of each separate company. All similar functions, for 
example the functions of handling cash, cost accounting, general 
ledger accounting, can be handled by the same persons for each 
company, thus centralizing the functions of a group of companies 
into departments specializing on various duties. Under this form 
of organization it becomes possible to prepare each month, balance- 
sheets and profit-and-loss statements, and also cost and statistical 
records within a period of about ten days after the end of each 
month, and consolidated statements can easily be prepared by 
putting all the different statements together in the usual way. 

If we were to consider decentralizing the accounting in an 
organization of this kind, we would find that we would simply 
multiply the functions by the number of companies controlled. 
Consequently it would be considerably more expensive. Central- 
ization in this case is considered to be the most economical and 
efficient form of management. 


2. MANUFACTURING COMPANIES HAvING BRANCH MANU- 
FACTURING ESTABLISH MENTS. 


Cases of this kind, where a manufacturing concern finds it 
necessary to open up other manufacturing plants in different parts 
of the country, are quite numerous and become necessary for 
many reasons, some of which are the proximity to supplies of 
raw material, labor, water supply, etc. In many cases it will be 
found that each individual plant will be distributing its own 
product, and consequently will have its own unit of sales force, 
purchasing force, and naturally the accounting functions will 
follow and will be logically kept at each separate plant. 

In cases of this kind when the individual units of plants are 
quite large and are separated by long distances such as, for 
example, a plant in the eastern states and a plant in California, 
it undoubtedly will be far more advantageous to decentralize the 
accounting and have the books of each concern kept at the separate 
plants. There will, however, be a form of centralized control, 
not only from a management standpoint, but from an accounting 
standpoint. There probably will be a comptroller who will 
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exercise supervision, not only over the accounts of the main corpo- 
ration, but also over the accounts of the subsidiary corporations. 
Balance-sheets, profit-and-loss statements and other accounting 
data having been prepared at the separate plant units, will be 
cleared into the comptroller at the main office who will prepare 
the consolidated statements. 


38. MANUFACTURING COMPANIES HAvING BRANCHES FOR 
DISTRIBUTION OF PRODUCT. 


This classification embraces concerns which have a centralized 
plant for the production of their product and maintain branch 
establishments for the distribution of their product. 

In cases of this kind the general accounting, such as the 
preparation of balance-sheets, profit-and-loss statements, all cost 
accounting and statistical data will be located at the head office 
of the company, but the accounting with customers, or what may 
be termed for convenience, sales accounting, may be decentralized 
into the branches with the object in view of bringing the 
customers’ accounts closer to the location of the customers. This 
is naturally quite essential from the standpoint of billing and 
rendering statements to customers, and the final collection of 
accounts. Apart from this phase of the accounting, however, the 
remaining functions of accounting can be handled and controlled 
by means of a system of reports from each branch office to the 
main office, such reports consisting of monthly totals of sales, 
expressed both in money values and units. These reports can be 
mailed to the main office immediately at the completion of each 
month’s business, and when received by the main office they can 
be consolidated into one report, from which the sales and cost 
of sales can be readily obtained. Small incidental expenditures 
can be made through the medium of imprest funds at each 
branch, reports of which will be made to the head office at monthly 
intervals, or more frequently if necessary. 


4. Retart CHAIN STorEs. 

In the cases of retail cigar, grocery, boot and shoe and jewelry 
stores, the general accounts should be kept at the head office, but 
there is usually a centralized warehouse out of which stock is 
issued to branches. Such stocks are charged out to branches at 
selling prices and therefore the manager of each branch is required 
to account for the stocks consigned to him by either returning 
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the amount of cash or having a balance of merchandise on hand | 
which will be computed at selling prices. Naturally the sum of 
the cash received plus the merchandise on hand should equal the 
value of goods with which each branch manager has been charged. 
Reports will be made to the head office at monthly intervals of 
sales and inventories, and the proper entries on the books can be 
made at the head office and the necessary balance-sheets and 
profit-and-loss statements prepared. 
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EDITORIAL 
In the November issue of THE JoURNAL 
Ethics in Tax or AccouUNTANCY, we made editorial 
Practice comment upon department circular No. 


230", defining the laws and regulations 
governing the recognition of attorneys and agents in their practice 
before the treasury department. We incidentally referred to the 
pleasure it gave to be able to record the recognition accorded the 
code of ethics adopted by the American Institute of Accountants 
in that the circular specifically refers to the Institute’s rules of 
professional conduct as governing practice before the treasury 
department. 

Certainly it never occurred to us at the time that a member of 
. the Institute should be among the first to object to the efforts of 
the department to enforce the provisions of these regulations. 

Among the proscribed designations, sometimes appearing on 
the letterheads or cards of persons practising before the depart- 
ment, is that of “federal tax consultant” and a request to 
discontinue the use of this title on the stationery of a member of 
the Institute led to strenuous objection. Protest was made not 
only to the chairman of the committee on enrollment and disbar- 
ment, but also an appeal was made to several senators and 
representatives in an effort to procure a withdrawal of the request 
and a revision of the rules and regulations so as to remove the 
inhibition against the use of this and similar phrases in describing 
one’s qualifications to serve clients. Emphasis was laid upon the 
expense involved in discarding old and obtaining new stationery 
which omitted the proscribed phrase. 

Perhaps there are a few other members of the Institute whose 
stationery is objectionable in the employment of the same or 
similar titles and it may involve a little hardship to discontinue 
the use of existing stationery in individual cases. However, THE 
JourRNAL believes that the loss incident to changing the style of a 


The Journal of Accountancy 


letterhead is a loss to be cheerfully borne in view of the larger 
question involved in the efforts of the department to require 
higher professional and ethical standards as a prerequisite to 
practise before it. 

Every member who knows something about the distressing 
problems which confront the department in its attempt to regu- 
late income-tax practice will surely consider the reprinting of 
even a large supply of stationery a small matter compared to a 
sincere attempt to enforce the higher ethical standards prescribed 
in circular 230'. May we express the hope that the department 
will be equally as zealous in attempting to enforce the spirit of 
its regulations as it appears to be in enforcing their literal 
provisions. 


We have heard of public accountants who 

About Accepting accepted compensation for having directed 

Commissions their clients to purveyors of stationery 

or sellers of other articles useful to or 

usable by their aforesaid clients. The practice must have had 

some vogue in former times. This we infer from having seen 

ancient files of circularizing documents soliciting business from 

public accountants and offering alluring inducements to recom- 

mend wares to their clients. Unless there had been some market 

for this kind of propaganda, the expense for printer’s ink and 
postage probably would not have been incurred. 

We seem to be threatened with a revival of this stale, objec- 
tionable and discarded practice. Several circulars have been 
received by members of the Institute from at least two different 
stationery and printing concerns which the recipients forwarded 
to the Institute. 

The following is quoted from a letter written by the chairman 
of the committee on professional ethics to one of these firms 
which apparently has not yet learned that the accountant has a 
code of ethics which tends to make such offers to exploit his 
client rather unpromising of profitable returns: 


“A member of the American Institute of Accountants has sent to 
my committee a circular letter received by him, a copy of which is 
enclosed herein. The accountant who was in receipt of this communi- 
cation suggests that it might ‘be in order for the Institute to formally 
advise the writers of the enclosed letter that the proposition referred to 
therein is one that no member of the Institute could accept without 
rendering himself liable to disbarment by the Institute, with a further 
possible liability to action for accepting a secret commission. 
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“Rule 4 of the rules of professional conduct is distinctly in point 
and reads as follows: 

“*No member shall directly or indirectly allow or agree to 
allow a commission, brokerage or other participation by the laity 
in the fees or profits of his professional work; nor shall he accept 
directly or indirectly from the laity any commission, brokerage or 
other participation for professional or commercial business turned 
over to others as an incident of his services to clients.’ 


“It is my thought that were you informed in respect of the ethical 
principles applicable in this case, you would not desire to address a 
circular letter to professional accountants of a tenor similar to the 
letter which I am calling to your attention.” 


The increasing recognition which has 

Accounting and been given to accounting as an aid to 

Good Management good management has been one of the 

interesting developments of the recent 
business era. This should be particularly satisfying to practising 
accountants. And perhaps an even more interesting aspect of the 
situation is the rapidity with which this recognition has taken 
place; there are few accountants in practice today who cannot 
remember when, in many businesses at least, the bookkeeping was 
considered the worst of necessary nuisances, whereas today the 
accounting and statistical work is generally hailed as a most 
essential aid to the executive. 

Probably the expansion of capital more than anything else has 
been responsible for this development. There was a time when 
capital and managerial talent were combined in a single working 
individual ; as capital expanded, however, it had to become more 
and more subordinated to managerial ability. And managerial 
ability must be largely dependent upon an intimate and first-hand 
knowledge of the thing to be managed. Only by means of such 
facts as the accounting records show may the trends of a business 
be known, and this knowledge is fundamental for the wise deter- 
mination of business policy. The well-organized accounting and 
statistical department has already demonstrated its value and its 
right to exist within the modern business organization. 


In this lies a great opportunity for the 

The Opportunity public accountant. For the man with 
proper training, with imagination and _ 

business prospective, and with broad and varied business experience 
there would appear to be no limit to the service which may be 
rendered to business in general, and to the accountant’s own 
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clients in particular. A greater economic and social service 
probably could not be given. It would extend throughout the 
length and breadth of the land. It would influence every business, 
whether large or small. It would affect every home, for as 
business itself is well-organized, efficient and prosperous, to this 
extent will working and living conditions be generally improved. 

A real service would likewise be rendered to investors. For 
do not most investors, believe, when they put their money into a 
concern, that they are buying property? And is it not true, in 
the majority of instances at least, that they are not buying 
property at all but are merely investing in management? Today 
in our complex system of business organization, management in 
business’ enterprise is undoubtedly the major half. And if 
accountants, and public accountants in particular, by their board 
training and experience and by their continued observation of 
business in operation, will improve everywhere accounting 
methods, and thereby the management element in business, the 
service rendered will be immeasurable. 


One interesting illustration of this close 

An Interesting relationship between good accounting and 

Illustration good management would seem to exist in 
the case of president A. R. Erskine of 
the Studebaker Corporation. In a recent issue of the Boston 
News Bureau it was stated that there are two things that charac- 
terize the management of president Erskine: first, “he is a 
certified public accountant receiving his charter from the state 
of Connecticut in 1908,” and, secondly, “his whole business life 
has been identified with corporation management, organization 
and accounting. He can talk to figures and figures can talk to 
him. But he works in no narrow vein and can lift his eyes from 
details in figures to search for principles and their application in 
the practical field.” 

In this last statement probably lies the essence of president 
Erskine’s success. And therein lies success’ for any business 
manager or professional accountant who is to assist in the 
improvement of business management—he must understand 
figures and figures must speak a business language to him, but, 
even more important, he must be able to lift himself above the 
details of figures “to search for principles and their application 
in the practical field.” 
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This serves to emphasize the broad and 
The Accountant’s fundamental training which the public 
Training accountant should possess. It is taken 
for granted that he will be thoroughly 
familiar with the various phases of accountancy, but this is not 
sufficient. The practitioner who knows only the technique of 
accounting may render much splendid service, and may entirely 
justify his economic existence; he cannot, however, rise to the 
highest place in his profession nor render the service which an 
otherwise broader training and experience would enable him to 
give. A thorough training in the fundamentals of economics, an 
understanding of the problems of business organization and 
management, a knowledge of the advantages and disadvantages 
of the various wage-systems and methods of cost finding and 
familiarity with all similar problems, should likewise be his. 
Perhaps most important of all he should have a working knowledge 
of the English language—for what does it profit an accountant to 
do a fine piece of work if he possess not the ability to make 
known those results to another, particularly when that other is 
his client? 

In this respect it is not without interest to observe the progress 
which has been made in accountancy education. During the last 
twenty to twenty-five years courses in accounting and schools of 
business administration have been developed in practically all 
leading universities, and in many of the smaller colleges of the 
United States. Many thousand students are enrolled each year 
in accounting courses in these schools, though probably a large 
majority of these students have neither the qualifications nor the 
desire to make accounting, either in private business or in public 
practice, their life work. Accounting has become recognized as 
a basic course in any curriculum which has as its goal the training 
of young men or women to enter business; it is a fundamental 
business tool, without which no one is best prepared for a 
business career. 

That these accounting courses are not without flaws is to be 
taken for granted; likewise it must be understood that it is not 
necessary, in order to enter the accounting profession, to have 
studied accounting in one of these schools. It must also be 
recognized by accounting graduates how unfitted they are, upon 
graduation, for actual accounting practice; such men must submit 
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to the drudgery of the beginning assistant, just as must the man 
entering the profession in some other way. Experience is neces- 
sary for every man, regardless of his previous training. It is 
generally recognized, however, other things being equal, that the 
more of such training a man may possess the more rapidly will 
he develop and the better accountant he will eventually become. 
It is this latter truth which schools should endeavor to impress 
upon accounting graduates, for therein lies the value of such 
training. And many schools, we are certain, do this very thing; 
for upon graduation students are worth scarcely anything to 
business—any salary they receive in the beginning is merely an 
investment in the potential value of their services in the future. 
This may seem ultra-conservative, but it is true that no beginner 
is of real value to a business until he has become somewhat 
familiar with the work and technique of that organization. 


This truth is without doubt fully recog- 
The Academic nized by leading accounting instructors. 
Viewpoint Seven years ago, in December, 1916, 
there was formed, in conjunction with 
the annual convention of the American Economic Association in 
Columbus, Ohio, the American Association of University Instruc- 
tors in Accounting. From a few dozen members this association 
has grown to several hundred members, practically all of whom 
are actively engaged in the teaching of accounting. One of the 
major activities of the organization has been to study how the 
accounting courses in various educational institutions might be 
developed to best prepare and train students for the work of 
the professional accountant. Many of these instructors were 
already members or associates of the American Institute of 
Accountants, and, in addition, the opinions and advice of leading 
practitioners continually have been sought. During the past two 
or three years a special committee of the association on the 
qualifications of the junior accountant has continued this study, 
and has attempted to determine so far as possible what the practi- 
tioner expects or requires of a junior. Special committees of 
some leading state societies likewise have attempted to get definite 
information from fellow-members on this subject. 
At this point the public practitioner has a definite responsi- 
bility. If the public accountant is to hold the accounting schools 
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responsible for the product turned out, then it would seem that 
the least that may be asked for of the public practitioner is that 
he acquaint the schools with what is expected of the beginning 
assistant. Yet when a carefully prepared questionnaire was 
prepared by the special committee of the Instructors’ Association 
only twelve replies were received, this representing less than 
two-fifths of the requests sent out. Recently in case of a special 
committee of a leading state society the replies received approxi- 
mated only two per cent. of the requests for information mailed 
out. It cannot be that public accountants are not interested in a 
problem so fundamental to the accounting profession, and 
undoubtedly service of great value could be rendered both to 
practising accountants and to schools in which accounting instruc- 
tion is given through a closer codperation of the public practitioner 
and the university instructor in accounting. Every move in 
this direction should be especially welcomed by the practising 
accountant. 


The question of codperation between the 
Reciprocity between state boards of accountancy is always of 
State Boards of interest to everyone who really has the 
Accountancy welfare of the profession at heart. As 
stated some months ago in these columns, 
the most noteworthy accomplishment of this kind has been 
the widespread use of the examinations prepared by the American 
Institute of Accountants. In those states where these examina- 
tions have been used it becomes fairly simple to give full 
recognition to the examinees of other states, provided other 
requirements for the C. P. A. certificate have been met. In those 
states where, for one reason or another, it has been felt continually 
that the uniform examination could not be used, reciprocity is 
perhaps somewhat more difficult, for full and complete reciprocity 
means a full recognition by each state of the equal merits of the 
other states. 

At the 1922 annual meeting of the American Institute of 
Accountants in Chicago, there was held, September 18, 1922, a 
meeting of members of state boards of accountancy and of the 
board of examiners of the American Institute of Accountants. 
At this time a sub-committee was appointed to consider the 
question of reciprocity under the various state C. P. A. laws. 
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At a similar meeting of members of state boards of accountancy 
and of the board of examiners of the American Institute of 
Accountants held at Washington, D. C., September 17, 1923, this 
sub-committee presented a report which was referred to the 
council of the American Institute of Accountants with a recom- 
mendation that the report be printed and distributed to the members 
of the Institute and to members of all state boards throughout the 
country. 


The text of the report is as follows: 


“A questionnaire containing twenty-three questions calling for 
information on the points usually considered in negotiations relating to 
reciprocity was sent to all state boards. Responses containing specific 
information on these points were received from thirty-one states, viz.: 
Alabama, Arizona, California, Colorado, Delaware, Florida, Georgia, 
Idaho, Illinois, Indiana, Iowa, Kansas, Louisiana, Maine, Michigan, 
Minnesota, Missouri, Montana, Nebraska, New Hampshire, New York, 
North Dakota, Ohio, Oregon, Pennsylvania, Rhode Island, South Caro- 
lina, South Dakota, Utah, Washington and Wisconsin. 

“A — of the answers received, which are deemed to be the 
most pertinent for consideration at this time, is presented below, viz.: 

“In twenty-five of the aforesaid states provisions are made in the 
laws for reciprocity, and in six states there are no such provisions ; 
reciprocity certificates are reported as having been issued in nineteen 
states. 

“In twenty-four states there are no obstacles and the boards favor 
extension of reciprocity to certified public accountants of other states 
using the Institute examinations and of other states whose standards 
are satisfactory. In one state the board is opposed to such extension 
with other states using the Institute examinations. In four states there 
are at present legal obstacles in the way of extending reciprocity, but 
the boards in three of these states favor the extension of reciprocity, 
providing the obstacles can be overcome. Two did not answer the 
question. 

“In four states the boards are using two different kinds of certi- 
ficates—one for conferring the degree as result of examination and 
the other for reciprocity or registration. In six other states the boards 
favor the use of separate certificates for reciprocity. Four boards see 
no reason for distinction. The balance are noncommittal on this 
question or state that the law does not provide for the use of separate 
certificates. 

“In the light of the information obtained on the subject your 
committee believes that reciprocal agreements between states can and 
should be more extensively entered into, and that where legal obstacles 
now exist the local boards and practising accountants should be urged 
to use their best efforts to have them overcome. 

“Your committee commends for consideraion by the various state 
boards the general plan adopted by one state and which is indicated 
in the following form of resolution, viz.: 

“*WHEREAS, it is desirable that qualified certified public account- 
ants of other states, residing or doing business in (local state) be 
under the jurisdiction of the (local) state board of accountancy, and 


“ "WHEREAS, the (local) state board of accountancy has satisfied 
itself that the standards and requirements for a certificate to practise 
as a certified public accountant in the states of (list of approved states) 
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are substantially equivalent to those established by the laws of (local 
state) and the regulations of the (local) state board of accountancy. 


“‘NOW THEREFORE BE IT RESOLVED, that the (local) 
state board of accountancy will issue a certificate to practise as a certified 
public accountant in (local state) to the holder of a valid and unrevoked 
original certificate to practise as a certified public accountant in any 
of the states above mentioned upon the same terms and conditions 
under which the state that issued the original certificate to the appli- 
cant will grant a like certificate to practise as a certified public 
accountant to the holder of a valid and unrevoked certificate issued by 
the (local) state board of accountancy, upon presentation to the 
(local) state board of accountancy of an application in the form 
prescribed by said board together with the statutory fee of $.......... 
and the original certificate or its om subject to the approval 
of such application by the board of accountancy of the state where 
such original certificate was issued; provided, however, that in the 
event that the requirements of the state issuing the original certificate 
in respect to education, experience and residence do not coincide with 
the requirements of (local state) the applicant will be required to meet 
the requirements of the laws and regulations of the latter; and pro- 
vided further that the (local) state board of accountancy may in its 
discretion decline to grant a reciprocity certificate to an applicant if 
the evidence presented is, in the opinion of the board, sufficiently 
adverse to warrant such action.’ 

“Under this plan a large number of states, whose standards are 
acceptable, could be approved by most of the boards. Other states 
could be added from time to time as occasion might arise. This would 
do away with the necessity of conducting extended negotiations between 
boards, upon receiving an application from a certified public accountant 
of a state with which reciprocal relations had not previously been 
delay by such negotiations often results 
in defeating the purpose of reciprocity. 

“Your committee further recommends that a committee be main- 
tained to preserve the information and data now available on this 
subject; to conduct further research and in so far as possible to act 
o . central agency in advancing reciprocal relations between state 

rds. 


This report is as interesting as it is informing. The progress. 
towards recognition of certificate-holders of other states is most 
pleasing, and the time perhaps is not too far distant when states 
will recognize the certificates of all other states, where the stand- 
ards are satisfactory. Such a guarantee of standards probably 
can be best assured by the general adoption of a uniform plan of 
examination. In any case whatever tends to improve the general 
standards of the profession, and to make for uniformity of stand- 
ards throughout the country, is to be most highly commended. 


Income-tax Department 


Epitep By STEPHEN G. Rusk 


A recent ruling handed down by Judge Bodine of the United States 
district court, district of New Jersey, in the case of Pitney v. Duffy and 
Pitney v. Ferguson, will be read with interest and, we believe, with great 
satisfaction by accountants and others who have frequent contact with 
the several income-tax laws. 

It will be recalled that in article 31 of regulations 45, revised April 19, 
1919, appertaining to the revenue acts of 1917 and 1918, the commissioner 
of internal revenue ruled that: 

“The amount of income tax paid for a bondholder by an obligor, 
pursuant to a tax-free covenant in its bonds, is in the nature of 


additional interest paid the bondholder and must be included in 
his gross income.” 


It seemed, at the time, that the commissioner was going far afield in so 
ruling, and it is therefore very gratifying to find that after a careful 
review and consideration of the subject Judge Bodine observes that: 

“It never occurred to anyone that the normal tax so withheld by the 


obligor corporation was income of the obligee during the years 
1917 and 1918.” 


He points out that the ruling was made in April, 1919, after the 1917 
and 1918 returns were due to be filed; that there was no place provided for 
this item of income on the blank tax returns for those years, and concludes 
by holding that considering this tax as additional income is “obviously pure 
fiction.” 

It is sometimes difficult to comprehend the ponderous processes of the 
legal mind and to follow it through the intricate mazes and narrow passages 
leading to its conclusions, but no such difficulty is presented by Judge 
Bodine’s sound reasoning and clarity of expression. It may be that our 
interest in this decision proceeds from the fact that we entirely agree with 
him and that therefore we find it an orderly procedure from logic to 
conclusion. Even if this be conceded it is highly probable that the decision 
is equally agreeable and satisfactory to others. 

The above-mentioned case presents other features upon which the court 
has also passed judgment in a similarly happy manner on tax questions 
that might arise in any accountant’s practice and the entire case as set 
forth in the decision should be carefully read. 

A word of acclaim should be spoken for a taxpayer who relentlessly 
seeks a judicial decision upon a matter of principle, regardless of the 
financial sacrifice in which it involves him. The total amount of tax saved 
by the taxpayer in litigating this case is about $3,500; $1,600 of which was 
saved because of Judge Bodine’s findings with reference to tax-free covenant 
bonds. The cost of getting the decision, including as it must accounting 
and legal fees, court costs, etc. must have been a considerable portion of 
the total saving of tax. 
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We know of other rulings by the commissioner, that do not seem in 
entire conformity with the law or the intention of congress, that it would 
be gratifying to have a taxpayer take to court with the same determination 
as was shown by John O. H. Pitney, et al., in the case under review. 

DECISIONS 
(291 Fed. 621—1917 and 1918 Act.) 


Valuation as of March 1, 1913, as stated by taxpayer of property 
acquired prior to that date, accepted, rather than government’s much lower 
figure, as basis for computing profit on subsequent sale. 

Contributions to a Grand Army Post held to be deductible as a con- 
tribution to a charitable organization. 

Amount of tax withheld at source by an obligor corporation on its tax- 
free covenant bond interest held not to be income to bondholder as “addi- 
tional interest.” 

United States District Court—District of New Jersey. 
Decided June 30, 1923. 


John O. H. Pitney et al. 


Charles V. Duffy, Former Collector. |291 Fed. 621. 
John O. H. Pitney et al. 


v. 
Frank C. Ferguson, Collector. 

Bonne, district judge. These cases were tried without a jury. In 
the first suit three questions are involved. First, Marcus L. Ward, the 
decedent, sold in 1917, a tract of meadow land in the neighborhood of the 
Port Newark development in the city of Newark for $8,000. In his income- 
tax return, he placed the March, 1913, value at $5,000, and accounted for a 

rofit of $3,000. The government fixed the actual value of the land at 
$300, and assessed an additional tax of $4,700. Second, the government 
assessed an additional tax upon the sum of $1,660.80, being 2 per cent. 
normal tax paid by corporations issuing bonds with tax-free covenant clause 
owned by the decedent. Third, the decedent contributed the sum of $300 
to Marcus L. Ward Post, Grand Army of the Republic. The government 
ruled that this was not deductible as a contribution to a charitable use and 
assessed a tax thereon. 

In suit.No. 2, two questions are involved: First, the alleged receipt by 
the decedent as income of the 2 per cent. normal tax paid by debtor cor- 

rations on tax-free covenant bonds held by the decedent in 1918, amount- 
ing to the sum of $1,558.60. Second, a $300 contribution to the Marcus L. 
ard Post, G. A. R., held not a contribution to a charitable use. 


Following is a summary of the elements of claim: 


Suit No. 1. 
Count No. 1, for Year 1917. 
Additional tax paid on meadow land ................ $1,645.00 
Additional tax paid on tax-free covenant bonds ...... 581.27 
Suit No. 1. 


Count No. 2, for Year 1919. 
Additional tax paid on account of contribution to 


Suit No. 2, for Year 1918. 
Additional tax paid on tax-free covenant bonds ...... $1,059.84 
Additional tax paid on account of contribution to 
$1,263.84 
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The question with respect to the profit on the sale of meadow land is 
purely a fact question. In March, 1913, the Port Newark development was 
a reality. The city assessed the property in question at some $1,200. The 
reason the assessment was so low was that the land was not useful. No 
buildings were thereon erected. The landowner received none of the 
advantages of schools or police and fire protection. Consequently the 
assessors, in making an equitable distribution of the burden of taxation, 
lowered the assessment in proportion to the amount of rate applied for 
the above purposes. In i917 the assessed value was some $2,000. The 
ratio between the assessed value in 1917 and 1913 is similar to the ratio 
between the $8,000 actually received by Mr. Ward at the time he sold the 
property and the 1913 value of $5,000 fixed by him. Further than this, 
the testimony of real estate experts indicates that the 1913 valuation was 
proper. I have no hesitancy in finding that the value of the land in March, 
1913, was $5,000, but I do not wish to pass this phase of the case without 
noting the action of the department in placing an arbitrary assessment, as 
of March, 1913, of $300. early no real estate situated in Newark could 
increase between 1913 and 1917 over 2,500 per cent., nor is reason assigned 
for the government’s action in selecting a valuation 25 per cent. of a city 
assessment. 

Secondly, as to the contribution to the Marcus L. Ward Post, G. A. R.: 
These contributions of $300 in each of the years 1918 and 1919 were 
deducted in pursuance of section 214 (a), subsection 11, of the revenue act 
of 1918, approved February 24, 1919 (Comp. St. Ann. Supp. 1919, sec. 
6336%g), permitting deductions of contributions made within the taxable 
year to corporations organized and operated exclusively for charitable 
purposes. The Grand Army post in question was organized as a charitable 
corporation under an act of the state of New Jersey to incorporate benevo- 
3 — associations, approved April 9, 1875 (Rev. of N. J. 

77, p. ‘ 

The testimony of the officers of the post clearly indicates that the 
charter provisions had been strictly adhered to, and the funds of the post 
were used for alleviating the needs of members thereof who had, during 
the civil war, rendered the highest service to the Union. The contributions 
made by Mr. Ward were clearly deductible, and the action of the commis- 
sioner in assessing the taxes in question was illegal, and the executors are 
entitled to recover the sum sued for. In re Rockefeller, 177 App. Div. 
786, 165 N. Y. Supp. 154, the court held that the character of a corporation 
was determined by its charter. In addition, the funds of the post were 
actually used for charitable purposes. 

The third question is with respect to the additional taxes based upon 
the 2 per cent. normal tax paid by debtor corporations on tax-free covenant 
bonds held by the decedent, upon which the commissioner assessed as addi- 
tional income tax during the years in question. The commissioner’s action 
in this respect finds support in the ruling of the district court for the eastern 
district of Pennsylvania in the case of Massey v. Lederer, 277 Fed. 123 
{[Supp. 545 U. S. Tax Cases 934]. This decision is not binding. The 
sixteenth amendment to the federal constitution confers upon congress 
“power to lay and collect taxes on incomes, from whatever source derived.” 
The 2 per cent. tax paid by the debtor corporation on tax-free covenant 
bonds is not income in the hands of the obligee. The brief filed by counsel 
for the plaintiffs is so exhaustive that to restate his argument is a profitless 
task. To decide the case involves an acceptance of much that is most 
admirably stated by him. The learned judge in Massey v. Lederer, supra, 
bases his reasoning on three cases clearly distinguishable. 

In Houston Belt & Terminal Railway Co. v. United States, 250 Fed. 1, 
162 C. C. A. 173 (Fifth Circuit) [545 U. S. Tax Cases 265], there was a 
corporate arrangement by which interest payments due on a mortgage of 
a holding corporation, known as the Terminal Company, were paid direct 
by four tenant railroad companies to the mortgagee. It was held that this 
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payment was made on behalf of the Terminal Company, and that it was 
a part of the latter’s income. From the opinion it appears that the real 
fact was that no rental, or a wholly inadequate rental, was charged to its 
tenants, they paying the interest on its mortgage to the mortgagee. The 
court, of course, brushed aside such a transparent scheme in evasion of the 
act (the excise tax act upon corporations of 1909 [36 Stat. 112]), and held 
that the interest payments were equivalent to rent due and received by the 
Terminal Company. 

Similarly in Blalock v. Georgia Railway & Electric Co., 246 Fed. 387, 
158 C. C. A. 451 (Fifth Circuit) [545 U. S. Tax Cases 96], a scheme to 
circumvent the same act of 1909 was held to be bad. In that case there was 
a corporate arrangement by which the plaintiff corporation made a lease 
of its property to another corporation lessee, with provision that the lessee 
should pay a dividend direct to the shareholders of the plaintiff corporation. 
It was held that this dividend was in fact rental belonging in the first 
instance to the plaintiff corporation, and therefore constituted income of the 
plaintiff corporation. The present case has no similarity whatever to the 
above two cases. 

The third case cited is Rensselaer & Saratoga Railroad Co. v. Irwin, 
239 Fed. 739, affirmed in 249 Fed. 726, 161 C. C. A. 636 [545 U. S. Tax 
Cases 428]. The decision in this case was by the district court for the 
northern district of New York, and the appeal was, of course, to the 
circuit court of appeals for the second circuit. In that. case the income-tax 
act of October 3, 1913 (38 Stat. 114), was under consideration. There was 
a lease of one corporation to another, whereby the lessee paid the interest 
on certain bonds and also a dividend to the stockholders of the lessor cor- 
poration. The agreement, which was made May 1,.1871, and appears from 
the opinion to have been intended to circumvent the income-tax act then 
in effect, provided that the lessee corporation should not pay the then 
income tax or any income tax that might thereafter be imposed on the said 
dividends and interest, and that, if required by law to pay the same, it 
might deduct the amount from the interest and dividends. The majority of 
the court on appeal took the view that the money paid by the lessee was in 
fact rent belonging to the lessor, on which it should pay income tax. The 
attitude of the court is well expressed in the quotation (249 Fed. near the 
bottom of page 728, 161 C. C. A. 638), in an earlier decision of the same 
court, as follows: 

“The fiction referred to cannot be permitted to accomplish a fraud 
upon the statute and an evasion of its obligations.” 

The cases all turn on the point that an attempt was being made to 
evade a statute by preventing certain income from passing through a natural 
conduit, the lessor to which it properly belonged. In the 
present case the acts of congress themselves provide that the 2 per cent. 
tax money shall be paid direct by the obligor corporation to the United 
States government. ere is no suggestion in the act, or in any agreement 
of the parties, that the 2 per cent. is in fact additional income or interest 
of the bondholder over and above the full interest rate agreed upon, all of 
which the bondholder receives. It is a pure fiction through which the com- 
missioner endeavors to saddle the bondholder with this increment “in 
the nature of additional interest” which he can never enjoy, and which he 
does not even own the right to sue for. War revenue act 1917, sec. 1200 
(Comp. St. 1918, sec. ), provides that: 

“Net income * * * shall include gains, profits and income 
derived from salaries, wages,” etc., “also from interest, rents, dividends,” 
etc., “or gains, or profits and income derived from any source whatever.” 
The revenue act of 1918 describes, in section 213 (Comp. St. Ann. 

Supp. 1919, sec. 633634ff), income in similar -y YP Both acts provide 
for the deduction, by the debtor corporation, of the r cent. normal tax 
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where obligations containing a tax-free covenant exist. It never occurred 
to any one that the normal tax, so withheld by the obligor corporation, was 
income of the obligee during the years 1917 and 1918. 

The first regulation to the contrary is article 31 of regulation 45, as 
revised April 19, 1919, after the returns for both the years 1917 and 1918 
had been filed. The regulation is to the effect that the 2 per cent. tax 
paid by the obligor corporation pursuant to the tax-free covenant is in the 
nature of additional interest paid to the bondholder. Obviously this is pure 
fiction, for that which the bondholder never received cannot be regarded 
as falling within the definition of income as contained in either of the acts 
in question. The tax-return blanks prepared by the government for the 
years 1917 and 1918 contain no place where the taxpayer could set forth 
this item not received by him. Congress, when it passed the revenue act 
of 1921 (42 Stat. 254), provided, in section 234 (a) (3), referring to the 
tax withheld on tax-free covenant bonds: 

“Nor shall such tax be included in the gross income of the obligee.” 


This action by congress is indicative of its desire to make it clear that 
it was not taxing citizens upon a fiction but upon their income. It is— 

“well settled * * * that the citizen is exempt from taxation, 

unless the same is imposed by clear and unequivocal language, and that 

where the construction of a tax law is doubtful, the doubt is to be 
resolved in favor of those upon whom the tax is sought to be laid.” 

Spreckels Sugar Co. v. McClain, collector, 192 U. S. 397, 24 Sup. 

t. 376, 48 L. Ed. 496; American Net & Twine Co. v. Worthington, 

141 U. S. 468, 12 Sup. Ct. 55, 35 L. Ed. 821. 

“Income” means that which has come in, just as expenditures mean 
what has been paid out or goes out. United States v. Schillinger, 14 
Blatchf. 71, Fed. Cas. No. 16,228 [545 U. S. Tax Cases 572]; United 
States v. Indianapolis & St. Louis R. Co., 113 U. S. 711, 5 Sup. Ct. 716, 
28 L. Ed. 1140; Railroad Co. v. United States, 101 U. S. 543, 25 L. Ed. 
1068. See, also, definition of income by Mr. Justice Pitney in Eisner v. 
Macomber, 252 U. S. 189, 40 Sup. Ct. 189, 64 L. Ed. 521, 9 A. L. R. 1570 
[545 U. S. Tax Cases 196]. 

The commissioner of internal revenue, when, on April 17, 1919, he 

romulgated his ruling, with respect to imposing an additional tax, read 
into the congressional enactment something which was not there when the 
acts were originally passed, and was not placed there when they were 
reénacted, and which was expressly prohibited in 1921. He reversed his 
own previous rulings with respect to the matter, and decided that the tax 
paid by the corporation upon its tax-free covenant bonds was an additional 
income of the taxpayer. 


Plaintiffs may have judgment in both suits on all counts. 


(T. D. 3525—October 11, 1923) 
Income taxes—Revenue acts of 1916 and 1917—Decision of court. 


1. APPEAL AND Error—FINDING BASED ON CONFLICTING TESTIMONY SHOULD 
NOT BE DISTURBED. 


Where a finding of fact is based on conflicting testimony taken in open 
court, it should not be disturbed on appeal. 

2. Income Tax—Dtsso_vep CorPorATIONS—LIABILITY OF STOCKHOLDERS. 

Stockholders of a dissolved corporation are liable for federal taxes due 
from the corporation to the extent of assets distributed on dissolution. 

8. CoNSTITUTIONALITY oF Act oF OcToBER 3, 1917—RETROACTIVE 
APPLICATION. 

The act of October 3, 1917, which is retroactive as of January 1, 1917, 
is constitutional and its provisions are applicable to a corporation which 
was in existence during part of the year 1917 but was dissolved prior to 
the passage of the act. 
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4. DEcISION OF THE District CourT AFFIRMED 


Decision of the district court (285 Fed. 410; T. D. 3442) affirmed. 
(290 Fed. 167.) 


The following decision of the United States circuit court of appeals, 
seventh circuit, affirming the judgment of the United States district court 
for the district of Oregon in the case of United States v. Boss & Peake 
Automobile Co., a corporation, C. L. Boss and E. W. A. Peake (T. D. 
3442) is — for the information of internal-revenue officers and others 
concerned. 


Unrtep States Crrcuir Court oF APPEALS FOR THE NintH Circuit. 


Boss & Peake Automobile Co., a corporation, C. L. Boss and E. W. A. 
Peake, plaintiffs in error, v. United States, defendant in error. 
(June 18, 1923.) 


RuDKIN, circuit judge: The Boss & Peake Automobile Co. was organ- 
ized as a corporation under the laws of Oregon on November 8, 1916, with 
a capital stock of $30,000, divided into 300 shares, of the par value of $100 
each. While two qualifying shares were held by others, half of the capital 
stock was in fact owned by Boss and the remaining half by Peake. The 
corporation continued in business from the time of its formation until 
dissolved, on or about June 22, 1917. On June 1, 1917, Peake transferred 
his stock to Boss in consideration of the sum of $26,137.15, which was paid 
by check. This amount was made up of the following items: Capital 
$15,000, earnings $10,000, back salary $1,079.17, chair and desk $57.98. The 
entire net income of the corporation from January to June 1, 1917, was 
$22,549.94. On May 1, 1920, the government imposed a tax on this net 
income under the revenue acts of September 8, 1916 (39 Stat. 756), and 
October 3, 1917 (40 Stat. 300), amounting to the sum of $12,405.30. Boss 
paid half of this tax, and the present suit was instituted by the govern- 
ment against the automobile company and against Boss and Peake indi- 
vidually to recover the residue, with penalty and interest added. The 
validity or amount of the tax was not questioned; but Boss interposed a 
cross complaint, claiming that upon the dissolution of the corporation its 
assets were distributed to the stockholders and that Peake, having received 
half of the assets, should pay half of the tax. The court below entered a 
decree in favor of the government and against the defendant Boss, but 
dismissed the complaint as to the defendant Peake and likewise the cross 
complaint. From this decree Boss alone has appealed. 

The court below, after a painstaking review of the testimony, found 
that the transaction of June 1 was a transfer or sale of stock in fact as 
well as in name, and not a division or distribution of the property and assets 
of the corporation among stockholders.—United States v. Boss & Peake 
Automobile Co. [D. C.] (285 Fed. 410). 

We might content ourselves with the mere statement that this finding, 
based as it is on conflicting testimony taken in open court, should not be 
disturbed on appeal. But an independent review of the testimony leads to 
the same conclusion. The withdrawal of Peake from the business had been 
under consideration for some time before the final agreement was consum- 
mated. As early as March 26, 1917, a contract was prepared to that end. 
Whether this contract was suggested by Boss or by Peake is not very 
material, because it was entirely satisfactory to the former. By the terms 
of this contract Peake agreed to sell and deliver his 150 shares of stock to 
Boss on July 1, 1917, and Boss agreed to pay therefor 50 per cent. of the 
inventory value of the goods, wares, merchandise, and open accounts of 
the corporation, to be taken as of the latter date, within three days after 
the completion of the inventory. This contract apparently failed of execu- 
tion because Peake refused to consent to the inventory method of fixing the 
selling price of his stock. There is nothing in the record to indicate any 
change of plan or purpose after that date. Probably the intention to dis- 
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solve the corporation was formed later. No doubt a dissolution was con- 
templated at least as early as June 1, and probably Peake had notice of that 
intention. But why should that concern him? As soon as he had disposed 
of his stock, the fate of the corporation rested in other hands, and he was 
thereafter powerless to insist upon a dissolution, even if he so desired. 

The fact that the selling price of the stock was fixed at approximately 
half the value of the assets of the corporation is of little significance, in 
view of the fact that each party owned half of the stock. Furthermore, the 
price fixed was not exactly half the value of the assets, for certain con- 
tingent liabilities were assumed by Boss, and he was left more than half 
the value of the assets for that reason. Boss admitted that he assumed all 
known liabilities of the corporation and that Peake assumed none. This 
assumption would doubtless include the tax imposed under the act of 1916, 
but that was only a small fraction of the whole. On the entire record we 
are satisfied that the present claim that there was a dissolution of the cor- 
poration and a division and distribution of its assets among stockholders on 
June 1 is a mere afterthought, to escape liability for the tax. So far as 
the record discloses, there was then no reason why there should be a disso- 
lution of the corporation, or a division and distribution of its assets, rather 
than a transfer and sale of the Peake stock, or why the transaction should 
assume one form rather than the other. There was a transfer of stock in 
form at least, and we are satisfied there was a transfer in fact and in law. 
It is unfortunate that the entire burden of the tax should fall upon one 
stockholder, but apparent injustice will often result from the imposition 
of a tax under a retroactive law. With such questions the courts have no 
concern, where a liability is lawfully imposed under a valid law. 


There is no error in the record, and the decree is therefore affirmed. 


John A. Simmers and Harry B. Mills announce the consolidation of 
their practices and the admission to partnership of Edward H. Adsit. The 
practice will be carried on under the firm name of Simmers, Mills & 
Adsit, with offices at 1201 A. G. Bartlett building, Los Angeles, California. 


Lewis J. Laventhol and Isadore H. Krekstein announce the formation 
of the partnership of Laventhol & Krekstein, with offices at 310 Bulletin 
building, Philadelphia, Pennsylvania. 


M. N. Schweitzer and Harry L. Carroll announce the formation of a 
partnership, practising under the firm name of Schweitzer & Carroll, with 
offices in Ashland, Kentucky. 


E. M. Meyer announces the opening of an office at 426 Exchange 
National Bank building, Spokane, Washington. 


Hamilton M. Ross announces the removal of his office to the Main 
building, 743 Main Avenue, Passaic, New Jersey. 


Irvin A. Winegrad announces the removal of his offices to 310 Bulletin 
building, Philadelphia, Pennsylvania. 


Joseph H. Geilen announces the removal of his office to Suite 1515 
Chicago Temple building, 77 West Washington street, Chicago, Illinois. 


Solomon Davis announces the opening of an office at 334 Fifth Avenue, 
New York. 
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(Note.—The fact that these solutions appear in THE JouRNAL OF | 

AccounTANCY should not lead the reader to assume that they are the 
official solutions of the American Institute of Accountants. They merely 

represent the personal opinion of the editor of the Students’ Department.) , 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE 
PART I q 
NOVEMBER 15, 1923, 1 P. M. to 6 P. M. 


AMERICAN INSTITUTE OF ACCOUNTANTS 


The candidate must answer the first three questions and two other questions. 


1. (25 points) : 

The Newton Foundry & Machine Co. has on hand at the beginning : | 
of the month $50,000 worth of steel and, in addition, material sufficient to i 
manufacture 100,000 Ibs. of castings. ' 

The following is a summary of transactions of the several departments @ 
of the business for April: 

The foundry department manufactures castings for its own shops and 
also for customers. One hundred thousand pounds of castings are made i 
during the month at a cost of 10 cents per pound; 50 per cent. of the 
product goes to the machine shop at 12 cents per pound; 35 per cent. goes 
direct to customers at 15 cents per pound; 10 per cent. is defective and 
5 per cent. remains on hand at the end of the month. 

The machine shop withdraws from stores steel to the value of $50,000. 
Productive labor on the product amounts to 100 per cent. of the cost of 
the material and the factory overhead to 150 per cent. of the productive 
labor. The finished product of the department is disposed of at cost plus 
10 per cent., as follows: 60 per cent. to the assembling department; 10 
per cent. to the shipping department to fill customers’ pn Fs 15 per cent. 
to the storeroom ; 5 per cent. is defective and 10 per cent. remains in process. 

The assembling department labor and overhead amounts to 20 per 
cent. of the cost of the product to this department. Ninety per cent. of 
the product received is completed and delivered to the shipping depart- 
ment, crated and shipped to customers. ; 

Allowing 5 per cent. of factory cost for shipping department expense, q 
10 per cent. for selling expense and 10 per cent. for profit, prepare depart- ' 
mental factory accounts and trading account to reflect the foregoing trans- q 
actions embodying the following: 

One whole shipment of merchandise was returned by a customer as 
not being in accordance with specification and unfit for his purpose. The 
billing price of this shipment was $10,164; the cost of the assembled 
product was $8,000. 

Give summary of inventories on hand at the close of the period with 
comments regarding values and submit suggestions for improvement in 
the methods of accounting. 


Solution: 
Before setting up the required accounts it is necessary to reach some 

conclusion in regard to a number of doubtful points. . 
First, the problem states, in regard to the machine shop: “The 

finished product of the department is disposed of at cost plus 10 per cent., 
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as follows: 60 per cent. to the assembling department; 10 per cent. to the 
shipping department to fill customers’ orders; 15 per cent. to the store- 
room; 5 per cent. is defective and 10 per cent. remains in process.”’ This 
statement is subject to the possible interpretation that the defective stock 
and the goods in process are valued at cost plus 10 per cent. It seems 
unlikely, however, that the examiners intended to convey this idea; hence 
the defective stock and the goods in process are valued at cost. 

Second, it does not seem proper to value the defective stock at the 
full cost; the defective product will undoubtedly go back to the foundry, 
and will enter into the material cost of the production of castings in future 
periods. If the defective product is credited out of the cost accounts of 
the present period at a good product value and charged into the casting 
costs of subsequent periods at the same value, the machine-shop costs of 
the present period will be relieved of any charge for the loss due to 
defective product, and the casting costs of future periods will be made to 
bear an unreasonably high charge for metal. However, there is no way 
to arrive at a value for the defective stock other than its cost, and the 
cost value is therefore used. 

Third, a similar question may be raised in regard to the defective 
castings in the foundry department. 

Fourth, it does not seem logical to value the goods in process in the 
machine shop at 10 per cent. of the total machine-shop costs. If this is 
done the result is to allocate exactly six times as much labor and overhead 
to the 60 per cent. which is finished as to the 10 per cent. which is in 
process. This means as much labor and overhead per unit on the goods 
in process as on the finished goods—which is quite illogical since the goods 
in process in that case would be finished. The problem, however, gives no 
information by which a smaller amount of labor and overhead can be 
allotted to the goods in process. It might be possible to assume that the 
goods in process average half completed, and add 50 per cent. (instead of 
100 per cent.) for labor, and 75 per cent. (instead of 150 per cent.) for 
overhead; but this would be in conflict with the terms of the problem, 
which indicates that the total labor in the machine shop is 100 per cent. 
of the material, and the overhead is 150 per cent. All things considered, 
the best thing to do seems to be to value the goods in process at 10 per 
cent. of the total machine-shop costs. 

Fifth, a similar question may be raised in regard to the goods remain- 
ing in the inventory in the assembling department. 

Sixth, what is the meaning of the statement: “allowing 5 per cent. 
of factory cost for shipping department expense, 10 per cent. for selling 
expense and 10 per cent. for profit?’ On what are these per cents. based? 
As factory cost is the only base mentioned, it might be assumed that the 
three rates were to be based on factory cost. But there is information to 
the contrary, for it is known that one shipment with an assembled cost of 
$8,000 was billed to the customer at $10,164. The selling price was arrived 
at as follows. 
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Add 5% of $8,000 for shipping-department expense 400.00 
Add 10% of $8,400 for selling expense .........:.. 840.00 
Add 10% of $9,240 for profit .................044 924.00 
$10,164.00 


Seventh, in setting up the trading account is it to be assumed that 
the selling expense was exactly equal to the 10 per cent. estimate? If 
this is the case the selling expense may be shown in the trading account. 
In this solution it is assumed that the actual selling expense may be differ- 
ent from the 10 per cent. estimate, and consequently no selling expense is 
shown in the accounts. 


The following accounts are set up on the basis of these assumptions: 
FouNnDRY 
Cost of 100,000 Ibs. $10,000.00 To machine shop 50% (a) $ 5,000.00 
To trading acct. 35% (b) 3,500.00 
Defective cast’gs 10% (c) 1,000.00 
Inventory—cast’gs 5% (d) 500.00 


$10,000.00 $10,000.00 
DEFECTIVE CASTINGS 
Foundry (c) $ 1,000.00 
INVENTORY—CASTINGS 
Foundry (d)$ 500.00 
MACHINE SHOP 
Steel $ 50,000.00 Toassemb. dept. 60% (e) $117,600.00 
Castings (a) 6,000.00 Toship’gdept. 10% (f) 19,600.00 
Productive labor 56,000.00 Tostoreroom 15% (g) 29,400.00 
Factory overhead 84,000.00 Defective 5% (h) 9,800.06 


Parts in process 10% (i). 19,600.00 


$196,000.00 $196,000.00 


INVENTORY—MACHINED Parts 
From machine shop ~ (g) $32,340.00 


DeFrecTIVE MACHINED Parts 
From machine shop  (h) $ 9,800.00 
MACHINED Parts IN Process 
From machine shop (i) $19,600.00 
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INTERDEPARTMENTAL PROFIT 


Bal. (left as a reserve) $ 5,112.98 
To trading (profit realized) 12,547.02 


$17,660.90 


Foundry to mach. shop (a) $ 1,000.00 
Machine shop to assembly 

10% of $117,600 (e) 11,760.00 
Machine shop to ship’g dept. 


10% of $19,600 (f) 1,960.00 
Machine shop to stores 

10% of $29,400 (g) 2,940.00 

$17,660.00 

Balance down $ 5,112.98 


ASSEMBLING DEPARTMENT 


From mach. shop . (e) $129,360.00 


Labor and overhead—20% 25,872.00 

$155,232.09 
Inventory $ 15,523.20 
Returned goods (o) 8,000.00 


To ship’g dept. 90% (j) $139,708.80 
Inven.—down 10% 15,523.20 
$155,232.00 


SHIPPING DEPARTMENT 


From machine shop (f) $ 21,560.00 
From assemb. dept. (j) 139,708.80 
Shipping dept. expense: 


5% of $161,268.80 8,063.44 


$169,332.24 


Cost of goods ship’d (k) $169,332.24 


$169,332.24 


Accounts RECEIVABLE 


Castings sold: (1) 
35,000 Ibs. at 15c. $ 5,250.00 
Mach’d goods sold: (m) 


Cost ship’d $169,332.24 
Slg.exp.—10% 16,933.22 


Total 186,265.46 
Profit—10% 18,626.54 


Total sell’g price $204,892.00 


Returned sale (n) $ 10,164.00 


Trapinc Account 


Cost of cast’gssold (b)$ 3,500.00 


Cost of machined 


goods sold (k) 169,332.24 
Returned sale (n) 10,164.00 
Gross profit—down 35,145.76 


$218,142.00 


Sales of castings (1)$ 5,250.00 
Sales of mach. goods (m) 204,892.00 
Costofret’'dgoods (0) 8,000.00 


$218,142.00 
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Total gross prof—down $ 47,692.78 Gross profit—down $ 35,145.76 
Interdepartmental profit q 
realized (p) 12,547.02 
$ 47,692.78 $ 47,692.78 
q 
EXPLANATION OF LETTERED ENTRIES 
Interdepartmental profit ................ 1,000.00 4 
Product costing $5,000 transferred at $6,000. | 
Cost of castings sold. 
Cost of defective castings. | 
Cost of good castings on hand. 
(e) Assembling department ......... ecccreees 129,360.00 
Interdepartmental profit ................. 11,760.00 i 


Transfer of 60% of product to assembling 
department at cost plus 10%. 


(f) Shipping department 21,560.00 
Interdepartmental profit ................ 1,960.00 


Transfer of 10% of product to shipping de- | 
partment at cost plus 10%. 


(g) Inventory—machined parts ................. 32,340.00 
Machine shop 29,400.00 
Interdepartmental profit ................ 2,940.00 I 

Transfer of 15% of product to stores at cost 
plus 10%. 

(h) Defective machined parts 9,800.00 

Defective goods valued at cost. 


(i) Machined parts in process ..............05- 19,600.00 
Inventory valued at cost. 
Assembling department ................. 139,708.80 
Cost of machined goods sent to shipping 
department. 
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169,332.24 


Shipping department 169,332.24 
Cost of machined goods shipped. 


Sales of castings. 


(m) Accounts receivable 204,892.00 


204,892.00 
Sales of machined goods. 


Returned machined goods. 


(o) Assembling department .................... 8,000.00 
Cost assembled of returned goods, charged to 
account containing inventory of assembled 
goods. 


There is a question as to the proper valuation of this item. If the 
goods were made on special order and can not be either resold or made 
acceptable to their original purchaser, the valuation should be greatly 
reduced. There is no information in the problem by which action can be 
taken on this point. e 
(p) Interdepartmental profit 12,547.02 

12,547.02 
Transfer of interdepartmental profit realized 

by sales. The amount is determined by de- 

ducting from the account an amount re- 

quired to be retained as a reserve against 

the inventories, as computed below. 


VALUATION OF INVENTORIES 


Reserve for 

interdepart- 

Foundry: mental profit 
Defective stock—at cost ..........eceseeeceees $ 1,000.00 


Machine shop: 
Defective stock—5% of machine-shop product.. $ 9,800.00 
Less unrealized interdepartmental profit: 


5% of $1,000 foundry profit .......... 50.00 $ 50.00 


Goods in process—10% of machine-shop product $19,600.00 
Less unrealized interdepartmental profit: 
10% of $1,000 foundry profit ......... 100.00 100.00 
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Reserve for 

interdepart- 

mental profit 

Inventory finished parts—15% of machine-shop 

Less unrealized interdepartmental profit: ! 

15% of $1,000 foundry profit... $ 150 150.00 | 
Machine-shop profit .......... 2,940 3,090.00 2,940.00 


Assembling department: 


Less unrealized interdepartmental profit: 
There was $1,000 of profit added 
to the goods transferred from q 
the foundry to the machine shop. 
Sixty per cent. of the product of 
the machine shop was trans- . 
- ferred to the assembling depart- i 
ment. Hence $600 of the foun- 4 
dry profit was included in the 
cost to the assembly department. 
As 10% of these goods remain 
in the assembling department, 
the unrealized foundry profit is. $ 60 60.00 
The machine-shop profit on the 
goods transferred to the assem- 
bling department was $11,760. 


Unrealized portion—10% ...... 1,176 1,176.00 
Total unrealized profit ............... 1,236.00 
$14,287.20 


Finished goods returned : 
Interdepartmental profit should be elimi- 
nated on the same basis as applied to the 
assembled goods unsold. These were re- 
duced from $15,523.20 to $14,287.20. 
Hence the returned goods are reduced 


to 14,287.20/15,523.20 of $8,000, or..... 7,363.02 
Total unrealized profit—left in account as reserve $ 5,112.98 
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The correctness of these inventories can be tested by setting up accounts 
as they should be kept, without additions for interdepartmental profit. The 
same figures for labor and overhead are used as in the preceding accounts. 
The inventories may be located in the three accounts. 


FouNDRY 
Cost of 100,000 Ibs. $ 10,000.00 To machine shop 50% $ 5,000.00 
To customers 35% 3,500.00 


Inventory—defective 10% 1,000.00 
Inventory—good 5% 500.00 


$ 10,000.00 $ 10,000.00 
MACHINE SHOP 

Steel $ 50,000.00 Toassemb. dept. 60% $117,000.09 
Castings 5,000.00 To shipping dept. 10% 19,500.00 
Productive labor 56,000.00 Stores—inventory 15% 29,250.00 
Overhead 84,000.00 Inventory—defective 5% 9,750.00 
Inventory—in proc. 10% 19,500.00 
$195,000.00 $195,000.00 

ASSEMBLING DEPARTMENT 
From machine shop $117,000.00 Toshipping dept. 90% $128,584.80 
Labor and overhead 25,872.00 Inventory 10% 14,287.20 
$142,872.00 $142,872.00 


2. (20 points) : 

A, B, C and D form a partnership for the purpose of executing certain 
contracts owned by C. A agrees to allow the partnership the use of a 
building owned by him, valued at $50,000, for which he is to receive a 
fair and adequate rental. B agrees to lend securities valued at $50,000, 
stipulating that he as an individual shall receive the equivalent to the 
income from said securities. C assigns his contracts to the copartnership, 
valuing them at $50,000. D agrees to contribute services based upon his 
knowledge of the processes of manufacture and long experience in the 
business, which he values at $50,000. 

The books of account are opened with the following journal entry: 


Manufacturing formulas, etc. ........ 50,000 

To A’s capital account .......... $50,000 

B’s capital account .......... 50,000 

C’s capital account .......... 50,000 

D’s capital account .......... 50,000 


No written agreement is drawn but it is understood and mutually 
agreed that profits shall be divided equally between the four partners. 

A manager is appointed with a competent staff, the partners being 
required to devote little of their time beyond instructing the manager as to 
their wishes and desires. 
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After deducting all expenses there remains a net profit, for the period 
of operation, of $200,000, which is applied as follows: 


$20,000 
20,000 
20,000 


A and B take exception to the accounts on the ground that C and D 
are not entitled to withdraw their capital; that they are entitled to one-fourth 
only of the profits; and that without the use of the property and securities 
furnished by them (A and B) no profit could have been made. 

C and D reply that their contracts and their experience have produced 
the result and that A and B are getting excellent return for the loan of their 
properties. 

After considerable discussion with no idea of a satisfactory settlement 
but an express desire to avoid “going to law” it is decided finally to submit 
the whole matter to arbitration. 

You are appointed arbitrator with full powers. Your decision to be 


final and binding upon all parties. 
Present your report and findings, giving reasons for your conclusions. 
The opening journal entry must not, of course, be considered as 


absolute. 


Solution: 

The opening journal entry was wrong. A and B made no investments, 
and hence were not entitled to any capital credits. A rented his building to 
the partnership; he did not invest the building. B loaned his securities to 
the partnership; he did not invest them. C invested his contracts and D 
invested his skill and services. If the $50,000 valuations were agreed upon 
by the four partners, C and D were entitled to the capital credits which 
they received. 

The problem says that there is a controversy as to how the $200,000 
profit should be divided. It also states that the partners have agreed to 
divide it equally. Then why the controversy? Divide the profits as agreed, 
with the result that the partners’ accounts will stand as follows (ignoring 
any drawings, of which nothing is said) : 


A B Cc D Total 
$ 50,000 $ 50,000 $100,000 
Profits—equally .... $ 50,000 $ 50,000 50,000 50,000 200,000 
$ 50,000 $ 50,000 $100,000 $100,000 $300,000 


There does not seem to be anything to this problem. There would be 
something to it if the partners were contemplating liquidation; but the 
problem does not state that liquidation is intended. 


3. (10 points) : 

_Are there any circumstances in which depreciation may be charged 
against an account other than current profit and loss? If so, cite instances, 
giving reasons. 

Solution: 

If the depreciation provided in past periods has been inadequate, and 
it is desired to correct this condition by making a lump sum addition to 
the reserve for depreciation, the offsetting debit should be made against 
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surplus instead of against profit and loss. Surplus should be charged 
because the correction of depreciation for past periods should not affect 
the current income. 

If an appraisal is being made on a basis of present replacement values 
less depreciation on replacement values, the asset account will be debited 
for the excess of the present market value new over the original cost, the 
depreciation reserve will be credited with the excess of the depreciation on 
replacement value over the depreciation on cost, and the journal entry will 
be balanced by a credit to capital surplus or an appraisal or unrealized 
profit reserve. No entry should be made in the current profit-and-loss 
account, because current income should not be affected by a revaluation of 
the fixed assets. 

If fixed assets have been written up to a value higher than cost, with 
an offsetting credit to an appraisal reserve or an unrealized appreciation 
account, the depreciation thereafter may be computed on the basis of the 
appraised value. It is customary to charge the current income with the 
entire depreciation on the appraised value, later making an adjusting entry 
transferring from the appraisal reserve to surplus the so-called realized 
appreciation, or the excess of the depreciation on the appraised value over 
the depreciation on cost. But this might be handled by debiting profit and 
loss with the depreciation on cost, debiting the appraised reserve with the 
depreciation on the increase resulting from the appraisal, and crediting 
the depreciation reserve with the total. This would, in fact, be a more 
logical method than to charge the entire depreciation to profit and loss, and 
later make a correcting entry for the realized appreciation; for the current 
income is understated if the entire depreciation is charged to profit and loss; 
the transfer of the realized appreciation to surplus account corrects the 
surplus, but it leaves an incorrect profit-and-loss account. 


4. (20 points) : 

Corporations L, M, N, O and P decide that it is to their mutual 
advantage to amalgamate. 

The following information is on file regarding these corporations: 


Present Average annual 

capital stock net earnings Appraised value, 

and surplus Io-year period net assets 
a $ 5,250,000 $ 420,000 $ 4,000,000 
,500, 300,000 ,000, 
ae 750,000 150,000 1,200,000 
500,000 110,000 700,000 
1,000,000 180,000 1,500,000 


$10,000,000 $ 1,160,000 $10,400,000 


The directors of the L corporation suggest that the capitalization of 
the new company be $16,000,000 and that each corporation receive its pro 
rata share in accdérdance with the present capitalization, L receiving 
$8,400,000, M $4,000,000, N $1,200,000, O $800,000 and P $1,600,000. 

The plan is favored by all the companies, subject to the approval of 
their accountants. 

On behalf of the M, N, O and P corporations you are asked to criticize 
the plan and report, submitting an alternate plan if you consider that 
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proposed not equitable to any or all of the companies which you are 
representing. 


Solution: 

The proposed method of capitalizing the consolidated company would 
not be equitable to M, N, O and P, because it would not give them a fair 
interest in either the assets or the profits. This may be shown as follows: 


ProposEeD DISTRIBUTION OF STOCK 


Company Stock Per cent 
$ 8,400,000 524 
$16,000,000 100 


In the first place, the proposed distribution of stock would not give 
the several old companies equitable interests in the assets contributed. The 
appraised value of the net assets is $10,400,000. If $16,000,000 of stock is 
issued a goodwill account of $5,600,000 will presumably make up the dif- 
ference. But let us assume that the consolidated company operates for a 
number of years, paying out all of its profits in dividends. It is then 
decided to liquidate. The company still has $10,400,000 of net assets, in 
addition to the goodwill, which is of no realizable value. In liquidation the 
net assets would be distributed among the former stockholders of the five 
old companies in the ratio of their stockholdings. But this distribution 
would return to the former stockholders of Company L a larger amount 
of assets than they contributed, and it would return to the other stock- 
holders a smaller amount of assets than they contributed, as shown below: 


Assets 
Per cent. of received in Assets 
Company stock held liquidation contributed Gain Loss 
52% $5,460,000 $4,000,000 $1,460,000 
25 2,600,000 3,000,000 $ 400,000 
1% 780,000 1,200,000 420,000 
5 520,000 700,000 180,000 
10 1,040,000 1,500,000 460,000 


100 $10,400,000 $10,400,000 $1,460,000 $1,460,000 


This table shows that the proposed stock distribution is entirely 
inequitable from the standpoint of the interests allotted to the several 
groups of stockholders in the assets of the consolidation. 

The proposed scheme is just as inequitable from the standpoint of the 
distribution of profits. The following table shows the profits which would 
be returned to the former stockholders of the old companies in the event 
that the consolidated profits remained the same as the total profits of the 
old companies, or $1,160,000, and that all of the profits were distributed 
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in dividends. It also shows how these profits were contributed, and it shows 
that the former stockholders of L would receive more profits than they 
contributed, while the former stockholders of the other companies would 
receive less profits than they contributed. 


Dividends 
Percent.of tobe Profits 
Company stockheld received contributed Gain Loss 
52%  $ 609,000 $ 420,000 $ 189,000 
_ err 25 290,000 300,000 $ 10,000 
TY 87,000 150,000 63,000 
5 58,000 110,000 52,000 
 venaen 10 116,000 180,000 64,000 


100 $1,160,000 $1,160,000 $ 189,000 $ 189,000 


It is apparent that some other method should be devised—some method 
which will safeguard the old companies’ stockholders both as to their 
interests in the assets of the consolidation and as to their interests in the 
profits. 

It is proposed, therefore, that stock preferred as to dividends and as 
to assets be issued to each old company for the amount of the net assets at 
appraised values. This will safeguard the various groups of stockholders 
as to their interests in the assets. Going back to the assumption that the 
consolidated company operated for several years, paying out all profits in 
dividends, and liquidated with net assets of $10,400,000, it is apparent that 
this amount would be just sufficient to pay off the preferred stock, and 
that since the preferred stock was issued in proportion to the assets con- 
tributed, each group of stockholders would share in the liquidating divi- 
dend in the same proportion that the assets were contributed. 

The next step is to safeguard the stockholders of the old companies as 
to profits. This can be done by issuing common stock in proportion to the 
excess of the profits contributed over the dividends to be returned on the 
preferred stock. In order to determine what the excess profits will be it is 
necessary to decide upon a dividend rate for the preferred stock. Any rate 
could be used; we shall take 8 per cent. F 

ComPuTATION oF Excess ProFits 


Preferred Preferred Profits 
Company stock—8% dividends contributed Excess 
eee $4,000,000 $ 320,000 $ 420,000 $ 100,000 
3,000,000 240,000 300,000 60,000 
1,200,000 96,000 150,000 54,000 
ae, 700,000 56,000 110,000 54,000 


$10,400,000 $ 832,000 $1,160,000 $ 328,000 


The amount of the common stock to be issued for the excess profits 
may be determined in any way desired; the only thing necessary is that 
the shares issued to the old companies be proportionate to the excess profits. 
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It is suggested that the common stock be of no par value, so that as 
many shares can be issued as desired without having to place an exorbi- 
tant value on the goodwill. It is also suggested that the number of 
common shares to be issued be determined by dividing the excess profits 
by 8. This is done because the preferred stock pays dividends of $8 per 
share, and because it will be desirable to make the preferred stock par- 
ticipating after the common has received dividends of $8 per share. The 
number of shares of no par value common stock to be issued will therefore 
be computed as follows: 


Company Excess profits Shares of common stock 
$100,000 + $8 = 12,500 
60,000 + $8 = 7,500 
54400 + $3 = 6,750 
4000 + = 6,750 
0,000 + = 7,500 
41,000 


If it is desired to capitalize the new corporation at a total of $16,000,000, 
as suggested by L, the common stock can be valued at $16,000,000 minus 
$10,400,000 (the par of the preferred stock) or $5,600,000. 

We have already shown that the method here suggested will safeguard 
the several groups of stockholders as to their respective interests in the 
assets. To show that it will result in an equitable distribution of profits 
let us assume that the new company makes annual profits of $1,160,000, or 
the amount of the combined profits of the several companies before the 
consolidation. If all of these profits are paid in dividends, the stockholders 
of each old company will receive the same earnings as before the con- 


solidation. 
DivipenpDs Par To OLp STOCKHOLDERS OF 


Preferred dividends: L M N Oo P Total 
8% of $ 4,000,000 $320,000 

8% of 3,000,000 $240,000 

8% of 1,200,000 $ 96,000 

8% of 700,000 $ 56,000 

8% of 1,500,000 $120,000 

8% of $10,400,000 $832,000 


Common dividends : 
$8 on 12,500 shares 100,000 


$8on 7,500 “ 60,000 

$80n 6,750 “ 54,000 

$80n 6,750 “ 54,000 

$80n 7,500 “ 60,000 

$8 0n 41,000 “ 328,000 


Total (equal to 


profits before 
consolidation) $420,000 $300,000 $159,000 $110,000 $180,000 $1,160,000 
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Let us now assume that the profits of the consolidation exceed the 
combined profits of the several companies before the consolidation. To 
provide equitably for this condition the preferred stock should participate 
equally with the common stock, dollar for dollar per share, after the 
common stock has received dividends of $8 per share. This provision will 
result in a division of the total profits of the consolidation in the same 
ratio as the profits of the individual companies. 


Assume that the consolidated company makes a profit of.... $1,450,000 
The preferred dividend of 8% on $10,400,000 par will require 832,000 


A dividend of $8 per share on the 41,000 shares of no par 

value common stock will require ...............-...- 328,000 


If this is paid out in dividends, it must go to the preferred and common, 
share and share alike. There are 104,000 shares of preferred and 
41,000 shares of common, or 145,000 shares altogether. The 
$290,000 remaining profits are sufficient to pay an additional divi- 
dend of $2 per share on both the common and the preferred stock. 
This makes a total dividend of $10 per share on each class. 


The following table shows the distribution of the total profit, and the 
fact that the dividends, received by the former stockholders of the old 
companies are proportionate to the profits contributed by the several 
companies : 


Profits 
of old Preferred Common Total 
Companies companies Percent. dividends dividends dividends Per cent. 

 porerr $ 420,000 36.206 $ 400,000 $ 125,000 $ 525,000 36.206 
ee 300,000 25.862 300,000 75,000 375,000 25.862 
150,000 12.931 120,000 67,500 187,500 12.931 
eer 110,000 9.483 70,000 67,500 137,500 9.483 
180,000 15.517 150,000 75,000 225,000 15.517 


$1,160,000 99.999 $1,040,000 $ 410,000 $1,450,000 99.999 


5. (25 points) : 
The following is a statement of the X Y Z Company, July 1, 1923: 
ASSETS 
Cash in banks and on hand .................... $ 55,000 
Customers’ accounts (good) ..................- 65,000 
Merchandise inventory 80,000 
Real estate and building .................0.000. 200,000 


20,000 


ly 
$420,000 
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LIABILITIES 


Encumbrance on real estate and building ...... 50,000 
Reserve for building depreciation .............. 20,000 
10,000 
20,000 


Jones and Smith each own $10,000 par value of the common stock. 
They have had a serious dispute with regard to business policy and Smith 
desires to withdraw from the corporation. As the corporation is a “close” 
one and Jones is unable to purchase Smith’s stock, they consult and request 
that you outline a plan enabling Smith to retire and not to impair the 
general credit of the corporation. 

Submit your plan and prepare journal entries for putting into effect, 
on the records of the company, the result of your suggestions. 

Prepare a statement of the X Y Z Company after Smith has retired 
from the business on the basis suggested by you. 


Solution: 

Presumably Smith will be given bonds or non-voting preferred stock. 
The par value of the securities he receives should be equal to the book 
value of his present stock interest. The company now has $20,000 of common 
stock, $10,000 of preferred stock, and $240,000 of surplus. Preferred stock 
is participating unless it is definitely stated to be non-participating; hence 
the preferred stock shares pro-rata in the surplus. Smith’s interest is 
therefore : 


If this interest is to be converted into bonds (or stock) it is necessary 
to change the surplus into bonds (or stock). This means a transfer of 
surplus into some other account. But Smith’s share of the surplus can not 
be taken out of the surplus account without declaring a dividend, and this 
would require also a dividend on Jones’s stock. This is done by the fol- 
lowing entry: 


To credit the two holders of common stock 
with their shares of the surplus. 
Smith will now take $90,000 of bonds, turning in his stock and apply- 
ing his credit for dividends, all of which is recorded as follows: 


Treasury stock—common $ 10,000 


To record issue of bonds to Smith, paid 
for by return of his stock, and cancellation 
of liability to Smith for dividend received. 
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To close out the account with Jones for the dividend declared to him, 
an additional issue of common stock may be made; this would be recorded 
as follows: 


Treasury stock—common ............... $ 10,000 
Capital stock—common 70,000 


To record issue of stock to Jones in payment 
of dividend to him. 


This leaves the surplus account with a balance of $80,000. But this 
surplus is all applicable to the preferred stock. It cannot be left in the 
surplus account because it would in that case be possible to pay dividends 
on the common stock and charge them to surplus. This would mean 
paying dividends on the common stock out of surplus which belonged to 
the preferred stockholders. Hence a preferred stock dividend should be 
paid. 


Capital stock preferred .................. $ 80,000 
To record the payment of a preferred stock 
dividend. 
BALANCE-SHEET OF THE X Y Z COMPANY 
Cash in banks and on hand $ 55,000 _ Bills payable $ 35,000 
Customers’ accounts (good) 65,000 Accounts payable 45,000 
Merchandise inventory 80,000 Encumbrance on real estate 
Real estate and building 200,000 and building 50,000 
Operating equipment 20,000 Reserve for building 
depreciation 20,000 
Bonds payable 90,000 
Capital stock preferred 90,000 
Capital stock common 90,000 
$420,000 $420,000 


ACTUARIAL (optional) 
6. (25 points) : 

The annual sinking fund has been fixed at $83,290.94 to redeem a 
bond issue of $1,000,000 at the end of 10 years. It is argued against this 
plan that the payments should be $100,000 per annum. Demonstrate which 
of these two amounts is the correct one, assuming the fund to be invested 
meantime at 4 per cent. interest, compounded annually. Show also the 
amount of the saving effected by the smaller sinking fund, discounted to 
maturity, and the amount to be returned to the borrower at the end of the 
period if the larger sinking fund ($100,000) were adopted. : 

[1.0419 — 1.480,244.] 


Solution: 
It is obvious that annual contributions of $100,000 will more than 
provide a fund of $1,000,000, because the contributions alone will amount 
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to that sum without additions of interest. The annual contribution of 
$83,290.94 may be proved to be correct as follows: 


0,244 — 1 = 480,244 compound interest. 
480, + 04 = 12.0061 amount of annuity of 1. 
$83,290.94 X 12.0061 = $99,999.94 sinking fund accumulated. 

The problem also requires the candidate to “show the amount of the 
saving effected by the smaller sinking fund, discounted to maturity.” I 
do not know what this means. The larger contributions would produce a 
fund of $100,000 X 12.0061, or $1,200,610. This would mean that the 
sinking fund would be $200,610 larger than necessary. But there is no 
element of saving because the company would still have the $200,610. The 
question also requires “the amount to be returned to the borrower at the 
end of the period if the larger sinking fund ($100,000) were adopted.” 
This would be $200,610. 


English-speaking Accountants in Paris 


The third quarterly meeting of English-speaking Accountants in 
Paris was held on October 31, 1923, at the Restaurant Langer, Avenue 
des Champs-Elysées, Paris. Howard Button acted as chairman. The 
minutes of the preceding meeting were read by the secretary, Oscar 
Faweett, and several matters of professional and local interest were 
discussed. It was decided that the next luncheon would be held on 


January 30, 1924. 


South Carolina Association of Certified Public Accountants 
At the annual meeting of the South Carolina Association of Certified 
Public Accountants held October 24, 1923, the following officers were 
elected: President, Joseph J. Moorman; vice-president, B. C. Wallace, 
Jr.; secretary and treasurer, N. E. Derrick. 


William C. Heaton and Frederic Worfolk announce the dissolution 
of partnership. Mr. Heaton will continue his practice at 9 East 46th 
street, New York and Mr. Worfolk will continue his practice at 15 
East 40th street, New York. 


Louis G. and Gordon S. Battelle announce the admission to part- 
nership of Horace B. Terry, Don D. Battelle and Loran R. Dodson, 
continuing under the firm name of Battelle & Battelle at 121 West 
Second street, Dayton, Ohio. 


Beales & Gibson, 350 Madison avenue, New York, announce that 
Edward V. Begy, Jr., and Martin I. Phillips have been admitted to 
membership in the firm. 


Touche, Niven & Co. announce the opening of an office in the 
Union Oil building, Log Angeles, California. 
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“Who Pays the Income Taxes?” 


Editor, The Journal of Accountancy: 


Sir: In masses of figures, plain facts often escape attention. The 
following simple graph and concise tabulation of facts and figures on 
personal returns of net income for the year 1921, present a clear picture 
that may be useful in shaping governmental policies respecting a reduction 
of income taxes. 

The data used will be found principally on page 40 in the book issued 
recently by the treasury department, Statistics of Income from Returns of 
Net Income for the Year 1921. 

The entire amount of income taxes on personal returns in the year 
1921 ($719,387,106) was paid by less than 3%% (3.38%) of the total 
population; and 16/100th of 1% of the total population, reporting taxable 
incomes of $10,000.00 and over, paid over three-fourths (77.53%) of the 
personal taxes collected. 

Attention is also directed to the fact that out of the whole number 
of returns filed (6,662,176), nearly one-half of such returns (3,072,191) 
were relieved from payment of taxes because of specific exemptions in 
excess of income reported. In other words, for every $3.00 of net income 
reported, $1.00 was exempted from taxation. 

Would it be just to make the small number of citizens (3,589,985) 
who now carry the burden of all the personal income taxes, also carry an 
added burden of taxation for a soldiers’ bonus? 

Our soldiers fought presumably for the entire population of the United 
States and not solely for the 3.38% of the total population that now pays 
all the taxes collected on personal incomes. 

During the war it was “everybody’s job” to buy Liberty bonds. If a 
soldiers’ bonus is just, should not it be “everybody’s job” to pay for it 
other than by the present form of income taxation that affects less than 
3%4% of the population? 

Yours truly, 
SHEPARD E. Barry. 
Milwaukee, Wisconsin. 
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172,359 persons with 1 
over $10000 


3,417,626 per 
under $10000 = 


2.208 
(8,072,092) 
tiles 


wo 
temadle 


$857, 725,375 


$161 ,661,731 


7 
fear 192 Tex Rate of 
THOOME CLASSES of in Collected [in each| of Tax (Tex on 
Personal Returns of | taxed Normal |taxzadle| per Bet Bet Income 
(faxadle) lation Re Clase | and surtex Class | Return |income Reported 
Under $1000 01 10, 173,678 -08 18.94) 3.09 6,618,429 
$1000 to $2000 1.66 | 1,666,690 | 45.67 | 29,160,684 | 4.06 17.71} 1.22] 2,992,698,362 
$2000 to $3000 88 586, 16.16} 20,712,573 | 2. 36.66] 1.43) 1,466,833, 628 
$8000 to $4000 406,050] 13.60} 19,675,016 | 2. 40.81] 1.16] 
to $6000 330,061 | 9.41 | 23,068,608 | 3.21 68.2% | 1.62] 1,518,466,470 
| 368,267 | 1294.97 | 2.09 | | 
feta) unter 10000 3.22 | 8,417,626 | 95.20 1$161,661,731 | 22.47 47.30) 1.7) 9,426,668,490 
20000 ana over +16 172,369 | 4.60 | 557,725,375 | 77.63 | 3236.68) 14.00] 5. 9,080 
fete] taxable in- 
come al) classes 3.36 | 3,589,985 | 100.00 |$719,387,106 [100.00 200.89) 6.36 
Ben-tazable unter @ 
fous | 2.90 | 3,072,191 Hothing 6,267,627 968 | 
fetal returns files | 6.28| 6,662,176 19,387,106 107.90] 8.67 1619,677,212,528 
rst @ | 93.72 | 99,359,256 
fetal popalation 100.00 | 106,021,481 
ex exempt @ | 96.62 | 102,431,446 
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“Income Taxation” 
The Journal is glad to publish the following letter addressed by a 
prominent member of the Institute to the acting chairman of the com- 
mittee on ways and means under date of November 26, 1923: 


Hon. Witi1AM R. GREEN, Acting Chairman, 


Committee on Ways and Means, 

House of Representatives, Washington, D. C. 
My Dear Mr. GREEN : 

Having been a student of taxation for many years and having had 
the opportunity in various capacities to acquire some familiarity with 
the actual working of the income-tax laws, I venture to write you in 
advocacy of the programme recently outlined by Secretary Mellon. 
Many of the suggestions contained in the secretary’s letter will, I imagine, 
be immediately understood and approved. The reasons underlying the 
suggested rearrangement of surtaxes on the higher incomes are, 
however, probably less generally appreciated, and I would like to 
submit some considerations bearing particularly on that recommendation 

The argument that the high surtaxes divert capital from productive 
industry and encourage municipal extravagance by unduly stimulating 
the market for tax-exempt securities is unquestionably sound. It is, 
however, becoming of less relative importance for the reason that tax 
avoidance is growing more rapidly and is less limited in scope than tax 
exemption. I believe the time has come when justice to the earners 
who cannot resort to tax avoidance, and to those possessors of invest- 
ment income who do not resort to it, requires either that the present 
extreme surtaxes shall be made generally effective or, if that be impos- 
sible, as it has proved to be up to the present, that the rates shall be 
reduced to a point where substantial enforcement becomes practicable. 

It is difficult to arrive at definite conclusions regarding the extent 
of tax avoidance, especially as its effect is obscured by the increase in 
taxable income resulting from the rise in price levels and other causes 
since the high surtaxes were first imposed. Moreover, the latest sta- 
tistics available are those for 1921, and tax avoidance has extended 
greatly since that time. In tables attached hereto I submit some com- 
parative figures which throw light on the question, and I would 
particularly draw your attention to the following facts. P 

Incomes over $100,000 constituted 29.5 per cent. of the total income 
reported in 1916, and 5.4 per cent. and 4.5 per cent. in 1920 and 1921 
respectively—returns under $3,000 being eliminated in all cases so as to 
make the figures fairly comparable. If all salaries and wages be 
omitted the percentages for the three years become 36.0 per cent., 9.1 per 
cent. and 8.3 per cent. respectively. 

The income from business, professions, etc., reported in classes 
over $100,000 fell from 862 millions, or over 25 per cent. of the whole, 
in 1916 to 260 millions, or about 5% per cent. in 1920, and to 136 

‘millions, or 4% per cent. of the whole, in 1921. 

Dividends reported in classes over $100,000 fell from 944 millions, 
or roughly 44 per cent. of the whole in 1916, to 465 millions, or 18 per 
cent., in 1920, and 332 millions, or 15 per cent., in 1921. 

Rents and royalties remained substantially unchanged in total but 
the amount reported in classes over $100,000 fell off 60 per cent. in 1920, 
and 70 per cent. in 1921 as compared with 1916. 

Even salaries showed a falling off in the higher groups in 1920 and 
1921 as compared with 1916, and though this falling off is not so marked 
as in the cases of business incomes, dividends, rents and royalties, it is 
sufficiently striking in view of the fact that the total salaries and wages 
Praag $07) in all classes increased in the same period some four- or 

ve-fold. 
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Thus a striking reduction is seen under every head and I believe 
the conclusion is fully warranted that the taxable income reported today 
in the highest surtax groups is not more than between 10 and 20 per 
cent. of what it would be but for tax exemption and deliberate tax 
avoidance. If earned income could be excluded from the computation 
the percentage on the remainder would fall to still lower figures. 

The second table attached clearly shows a similar tendency for 
incomes between $50,000 and $100,000 in spite of an increase in salaries 
subject to tax in those groups, amounting to about 150 per cent. in 
1920 and 90 per cent. in 1921. 

Unless this condition can be remedied, surely the continuance of 
the present high surtaxes is indefensible. And study of the subject 
leads to the conclusion that the present situation is not due mainly to 
defects in the form of the present law, although some defects exist 
which could be remedied with benefit to the revenue. The difficulty lies 
far deeper. The distinction between capital and income is at best 
difficult to draw, and the complexities of modern business have greatly 
enhanced this difficulty. Tax laws must be specific and according 
to well-settled rules of construction must be interpreted strictly—any 
ambiguities being resolved in favor of the taxpayer. The form of eve 
business transaction, and indeed whether the transaction shall or shall 
not take place, is determined by the taxpayer and his decision is reached 
with a knowledge of the tax law and is usually framed so as to produce 
the greatest possible profit after taking taxes into consideration. 

The difference in taxation between corporations and individuals 
alone creates an almost insoluble difficulty. The ease with which incor- 
poration and disincorporation are effected; the difficulty of makin 
laws and regulations governing corporations. which will apply with equa 
justice to the large public corporation and the small private corporation, 
which practically represents an individual fortune, and the further fact 
that between these two extremes there are innumerable gradations, so 
that it is impossible to draw hard-and-fast lines and to treat corporations 
on one side of the line in one way and corporations on the other side 
of the line in another—these and other such conditions make it 
impossible for legislation ever to do more than temporarily check the 
increase of tax avoidance, so long as the inducements to tax avoidance 
are so compelling as they are today in the case of all those possessing 
more than a very moderate income. 

If it were possible to lay down a few broad principles and leave the 
administration of the surtax to the discretion of a highly competent 
taxing authority which could be governed by the substance rather than 
the form of the transaction, it might conceivably be possible to admin- 
ister the surtaxes on the present scale with some measure of efficiency. 
This is, however, impossible and under any other conditions the form 
rather than the substance inevitably determines the tax and the form is 
selected by the taxpayer so as to defeat the tax. 

The continuance of the high surtaxes therefore means an unedifying 
contest of wits between the tax avoider and his advisers on the one side 
and Congress and the Treasury on the other—with all the advantages on 
the side of the tax avoider and with those who are unwilling or, like 
most earners, unable to avoid taxes, caught between the two and bearing 
the brunt of the conflict. Congress must legislate in advance and on 
broad lines to meet all conditions. The tax avoider acts after Congress 
has taken its position and deals with specific proposed transactions, 
capable of infinite variation in form and time to meet the rules laid 
down by the legislature. Naturally the result of the conflict is as 
disappointing to the Treasury as it is demoralizing to the taxpayer. 

hatever may be possible in time of war, all experience shows that 
it is impossible in times of peace to levy surtaxes on any such scale as 
is now in force with any degree of efficiency or with any approach to 
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equity. I am convinced that readjustment of the surtaxes will ultimately 
benefit the revenue as well as the business of the country and will 
make taxation far more equitable. I hope, therefore, that your Com- 
mittee will favorably regard the secretary’s proposals on this as well as 
on other points. 

I am sending copies of this letter to Senator Smoot and to the 
secretary. 

Respectfully, 


Comparison of total incomes and of incomes over $100,000 by sources ad 
the years 1916, 1920 and 1921, based on “Statistics of Income,” published 
by treasury department. 

*x* * * * 


(Note: Incomes under $3,000 are omitted in all cases in order to make 
comparison on the same basis possible.) 


—————Over $100,000 — 

(Millions Total —Amount— —% of total—- 
of dollars) 1916 =1920 1016 1920 1921 1916 1920 1921 
Business, etc.* 3,390 4,709 2,952 863 260 136 254 54 4.6 
Dividends 2,136 2584 2145 944 465 332 442 18.0 15.5 


Rents and royalties 644 699 669 80 32 24 125 46 3.6 
Interest and 

miscellaneous 702, 1235 ~=1,094 181 104 65 263 84 59 
Gross income (except 

sal.and wages) 6,872 9,227 6860 2068 861 557 30.1 93 8. 
General deductions 2,051 2,382 2,134 333 239 163 162 100 7 
Net income (except 

sal.and wages) 4,821 6,845 4,726 1,735 622 394 36.0 91 8&3 
Salaries and wages 1478 6656 5691 121 105 69 81 16 12 
Net income—total 6,299 13.501 10417 1856 727 463 295 54 45 


Comparative numbers of personal income-tax returns 
1916, 1920, 1921. 
* * * x 


Income No. of No.of %of No.of %of 
classes returns returns 1916 returns 1916 
1916 1920 1921 
BOM... 67,927 148,161 218 114,244 168 
Over DOM... 53,772 78,019 145 58,115 108 
17,085 15,742 92 11,069 65 
10,916 7,951 73 5,398 49 
6,633 3,649 55 2,352 35 
wes ae 2,449 868 35 535 22 
395 30 246 19 


(Note) Total income reported for all classes was 
in 1916 $ 6,299,000,000 
1920 13,501,000,000, or 214% of 1916 
1921 10,417,000,000, or 165% of 1916 


“This heading includes income from businesses, professions and vocations, fidu- 
ciaries, and profits on sales of property. Subdivision of the total is impracticable on 
account of changes in classification in the statistics. 
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“Deductible Losses under the Revenue Act of 1918” 
Editor, The Journal of Accountancy: 


Sir: Taxpayers are watching with considerable interest the decisions 
of our courts on the question of the right of the treasury to disallow 
“paper” losses under the revenue act of 1918 in cases where such losses 
were not actually sustained as compared with cost. In conformity with the 
instructions upon the returns and the regulations then in force, as well as 
in accordance with the plain intent and language of the law as universally 
understood and interpreted at the time, thousands of persons claimed 
deductions when property was sold below its March 1, 1913, value irre- 
spective of original cost. The treasury, however, at a later date (June, 
1921), in reliance upon a brief filed by the solicitor general in the cases 
of Goodrich v. Edwards and Walsh v. Brewster, reversed its former con- 
struction of the law and amended its regulations so that deductible losses 
were restricted to the difference between selling price and cost, using the 
March 1, 1913, value as a basis only if lower than cost. Numerous addi- 
tional assessments have been levied and collected upon these grounds, 
covering the years 1918, 1919, and 1920. 

In the aforementioned brief, the solicitor conceded that no tax could 
lawfully be assessed upon an apparent gain arising from the use of the 
March 1, 1913, value as a base unless a profit to that extent had actually 
been realized, using original cost as a base. He further contended, how- 
ever, that as the same language was employed by congress in specifying 
what should constitute the basis of deductible losses, the same rule should 
apply to both. While the supreme court did not then and has not yet 
passed upon this point, the solicitor’s opinion has been upheld by one of 
the lower courts—the district court of the United States, eastern district 
of Pennsylvania, in the case of Ludington v. McCaughn, collector, pub- 
lished in T. D. 3496 and quoted in full on page 290 of THE JouRNAL OF 
AccounTANCY for October, 1923. This court was able to find that “con- 
gress did not intend to impose a tax on a mere fictitious or paper profit, 
or to permit the deduction of a mere fictitious or paper loss.” 

In spite of the high authority thus supporting the position of the 
treasury department, the writer believes the plausible contention made to 
be unsound because of failure to give due weight to the force of original 
executive construction of the 1918 act and its predecessor act and to the 
legislative confirmation thereof. It is common knowledge that the treasury 
construed the section of the 1916 law relating to both gains and losses to 
mean that the March 1, 1913, value should be used as a basis without 
considering cost. This construction and the administration of the law 
thereunder, were well known to congress when the revenue act of 1918 
was enacted. Yet that law, in substance, repeated the provisions of the 
former act on this point. The intent of the legislature could not be more 
clearly shown. The treasury department, in the Internal Revenue Bulletin 
of December 25, 1922, refers to the “well-known rule of statutory con- 
struction that the reénactment by congress, without change, of a statute 
which has previously received executive construction, is an adoption by 
congress of such construction.” This principle was also recognized in 
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Edwards v. Wabash Railway Co. (264 Fed. 610) in the following language : 
“Where a statute that has been construed by the courts has been reénacted 
in the same or substantially the same terms, the legislature is presumed to 
have been familiar with its construction, and to have adopted it as a part 
of the law, unless a different intention is indicated; and the same prin- 
ciple is applied to statutes and parts of statutes which have been reénacted 
after they have been construed by the legislative or executive departments 
of the government.” 

That the 1918 act, insofar as it related to the point at issue, was a 
reénactment of the 1916 act, is admitted by the Pennsylvania court in the 
above-mentioned case, as the following extracts from the decision will 
show: “The questions decided in these cases (Walsh v. Brewster and 
Goodrich v. Edwards) had to do with gains, not losses, and the cases arose 
under the income-tax law of 1916. But the provisions of that act on this 
question differed only in arrangement and not in substance with the act 
of 1918. . . . Thus, under the act of 1916, losses were to be computed 
in the same way as gains, and these provisions were substantially reénacted 
in section 202 of the act of 1918.” 

The purpose of congress in the 1918 act to tax gains and allow losses 
in the manner its plain language “standing alone” indicated, is thus abso- 
lutely established by its adoption of the executive construction given to 
the former act. The treasury continued for more than two years to con- 
strue the 1918 law as it had construed the 1916 law, and no one suggested 
that the will of the legislative branch of the government was not being 
carried out. Certain taxpayers, however, questioned the power of congress 
to impose a tax upon gains based solely upon March 1, 1913, values; it 
was contended that the same did not constitute “income” as defined by 
the supreme court and therefore were not within the scope of the sixteenth 
amendment. This contention was upheld in the Goodrich and Brewster 
cases, although manifestly contrary to the legislative will adopted “as 
a part of the law.” 

But the rule that the constitutionality of statutes must be presumed 
whenever possible is paramount even over legislative construction; and 
hence the supreme court was impelled, in regard to gains, to overrule 
congress and interpret the words of the act in a way to avoid the consti- 
tutional inhibition. It was therefore held that as other portions of the 
law expressed the intent to tax income only, and as gains based on the 
March 1, 1913, value were not income except to the extent that profits had 
been realized over cost, such other provisions must be read in connection 
with the section in regard to the use of the March 1, 1913, value as a base. 
It was upon this ground only that the narrow construction was given to 
the plain language of the act as it related to gains. 

There is, however, no constitutional limitation upon the allowance of 
losses and no reason to overrule the interpretation of the law adopted by 
congress as expressing its will with reference thereto. The power to 
permit deductions is, in effect, practically unrestricted, and congress “could 
allow taxpayers to deduct 150 per cent. of losses if it cared to, but could 
not increase taxable income one per cent.” (Montgomery, Jncome-taxr 
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Procedure, 1923, page 927). In view of the diametrically opposed rules of 
construction thus necessarily applicable, the argument that the language 
used in the two cases, though similar, implies a purpose on the part of the 
legislature to treat gains and losses alike is untenable. In other words, 
it is illogical to maintain that words referring to gains, limited by the 
presumed intent to tax income only, have precisely the same meaning as 
identical words referring to losses, not limited by any presumed intent. 
The true doctrine involved is that in both instances the declared will of 
congress must be carried out as far as is constitutionally permissible. 

It is vain to reason that congress would not have permitted apparent 
losses to be deducted if it had known that the supreme court would not 
permit it to tax apparent gains, or to say what would have been done under 
any other varying circumstances. The same Pennsylvania court in a 
previous decision (Fidelity Trust Co. v. Lederer, collector, quoted on 
page 16, of Internal Revenue Bulletin No. 52, volume I, December 25, 1922), 
said in part: “If congress had taxed one thing the tax cannot be extended 
to another thing by the executive nor by the courts merely because it is 
thought that the other thing ought to be taxed or that the purpose or 
intention of congress was to tax it. The question is not what the courts 
think should have been taxed or what congress, by its indicated general 
purpose, intended to tax, but what has been taxed”; also “that a lawful 
tax must have its rise in the will of congress and not in the inferences 
drawn from such expressed will by the executive or the judiciary.” It is 
obvious that the assertion that gains and losses were to be treated in the 
same manner is mere inference and such intention is nowhere indicated 
in the act. In fact, the law distinctly specifies that the holding of any 
part of the act as unconstitutional “shall not affect, impair, or invalidate 
the remainder of the act, but shall be confined in its operation to the clause, 
sentence, paragraph, or part thereof directly involved in the controversy 
in which such judgment has been rendered” (sec. 1402). The wishes of 
the lawmakers could hardly be more clearly apparent than in the present 
case. 

In view of the plain language of the statute, the original interpretation 
of it by the treasury and the general public, the adoption of such construc- 
tion by congress in reénacting the law in substantially the same terms 
knowing how the law was being administered, the constitutional limitation 
which forces the narrow interpretation of the clause referring to the use 
of the March 1, 1913, value as a basis for computing gains and the absence 
of such limitation when applied to losses, and the fact that congress itself 
in the statute indicated its desire that the declaration of the unconstitu- 
tionality of any part of the act should apply solely to that part and not 
to any other part, it would seem that taxpayers were fully within their 
rights in claiming a deduction for losses based upon March 1, 1913, values. 
A decision of the supreme court on this point will be awaited with great 
interest. 

Yours truly, 
Gorpon C. Carson. 


Savannah, Georgia. 
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